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Out of State Real Estate and 


Mortgage Investments by a 
National Bank 


JOHN L. BEHR 
Assistant Attorney, The First National Bank of Chicago 


A problem of recurring interest, involving the application 
of two uncertain concepts, is the right and power of a national 
bank, as trustee of an employees’ trust qualified under the Fed- 
eral Internal Revenue Code, to invest in a sale and lease-back 
transaction in real estate in a state foreign to that in which it 
has its principal place of business. This paper seeks to develop 
the theories that must be considered in an attempt to solve this 
problem, and to comment upon a possible solution. 


No attempt will be made to discuss the reasons for, or the 
methods of, utilizing sale and lease-back transactions in real 
estate as employees’ trust investments; suffice it to say that it 
has been noted that while investments in real estate by em- 
ployees’ trusts have not perhaps been fully explored, the sale 
and lease-back transaction is the most popular form of such 
investments, and offers most attractive possibilities’. Gen- 
erally, such a lease may be either in the form of the “net” lease, 
under which the lessor has no duties with respect to the prop- 
erty, or the “gross” lease, where the lessor assumes such duties 
as making tax payments, and repairs and maintenance. Since 
the gross lease may involve intra-state activity within the regu- 
latory statutes noted below, the use of the “net” lease will be 
assumed for our purposes. 

1 P-H Pension and Profit Sharing Rep., para. 7066; See also Univ. of Illinois Law Forum, 


Winter 1955 Issue, “Current Real Estate Problems, Sale and Leaseback Transactions”, 
Bernard & Perlstadt. 
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The approach of this article also seems to be a valid one to 
be adopted with respect to trustee investments by way of mort- 
gage in a foreign state. The interest of a mortgagee would 
appear to involve no more intra-state activity than that of a 
lessor under a “net” lease. Upon default by the mortgagor or 
lessee very similar problems of enforcement and liquidation 
would arise. 

The two concepts brought into focus by this problem are: 
(i) the ability of a foreign corporation to act as trustee, and 
to hold real estate as such; and (ii) the ability of a national 
bank to act as trustee in a state foreign to its location, and its 
status as a foreign corporation. A study of this problem in- 
volves the application of the local regulatory statutes, and of 
judicial or administrative interpretation of their phraseology. 


It is submitted that the local statutes, and the rules to be 
deduced from the cases decided thereunder, seldom offer a cer- 
tain guide in any jurisdiction; and that generally each juris- 
diction presents a unique problem, in which rules applicable in 
other jurisdictions are not very helpful. In view of this un- 
certainty, and the tendency of business not to conform to state 
boundaries, a uniform statute designed to place institutions 
located in all states upon an equal footing has considerable 
merit. 


THE POWER OF A FOREIGN CORPORATION 
TO ACT AS TRUSTEE . 


Under principles of comity, no prohibitory statute existing, 
a foreign corporation may enter a state and act in a fiduciary 
capacity if domestic corporations are so permitted to act’; 
“legislative silence upon the subject is equivalent to permis- 
sion”. Similarly, unless prohibited by statute, a charitable 
corporation of one state may administer a charitable trust within 
another*. However, some courts have strained to avoid the 
rule of comity, holding an authorization to domestic corpora- 
2 In Re McGill’s Estate, S. Ct. Nev. 52 Nev. 35; 280 P. $21 (1929) The Fidelity Insurance 
Company v. Niven, Del. Ct. Err. App., 5 Houst (Del.) 416 (1878); Glaser v. Priest, St. 
Louis Ct. App., 29 Mo. App. 1 (1888). 


3 Price v. United Hebrew Charities, Ct. Ch. NJ. 3 N.J. Misc. 706; 129 Atl. 712 (1925); 
Galiger v. Armstrong, S. Ct. Colo. 114 Col. 397; 165 P2d 1019 (1946); 17 Fletcher Cyc. 
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tions to act as fiduciary is a prohibition to foreign corporations’. 
We shall reserve for later discussion what constitutes “action” 
or “doing business” within the state; it might be either the ad- 
ministration of an entire estate’, some part thereof, or the 
employment of capital in land as a trust investment’. 


In the case of an individual, the “privileges and immunities” 
clause of the Federal Constitution has been held to invalidate 
prohibitory statutes aimed at preventing a resident of another 
state from acting in a fiduciary capacity’. Whatever may be 
the rule as to individuals, it is perfectly clear that a state may, 
if it chooses, prohibit a foreign corporation from exercising its 
powers within its jurisdiction®. 

It then becomes necessary to interpret the state statute, the 
foreign corporation act, putting limitations upon the trans- 
action of business without compliance; and further, any trust 
company or banking statute, qualifying in some way the power 
of a foreign corporation to act in a fiduciary capacity within the 
state. These statutes will receive lengthier treatment below. 


THE POWER OF A NATIONAL BANK TO ACT AS 
TRUSTEE IN A STATE FOREIGN TO ITS 
LOCATION 


Before reaching these statutes, we must decide their appli- 
cation to a national bank. The power of a national bank to 
act as trustee in a state other than that in which it is located 
is delineated in a number of rulings and decided cases, although 
the organic statute is not specific in this respect. 


Section 11 (k) of the Federal Reserve Act® grants the 
power of executing trusts to national banks; by its terms the 
locale of exercise of these powers is not considered. In 1944, 
the Supreme Court of Illinois noted that the question of the 
right of a national bank to do a trust business in a state foreign 
to the location of its principal place of business had not been 


4 Grunow v. Simonitsch, S.Ct. No. Dak., 21 N.D. 277;.180 N.W. 885 (1911). 
923) . 


5 In Re Welling’s Estate, S.Ct. Calif., 192 Cal. 506; 221 Pac. 628 (1 

6 Greene v. Kentenia Corp. Ct. App. Ky., 175 Ky. 661; 194 S.W. 820 (1917). 

7 Robey v. Smith, S.Ct. Ind., 181 Ind. $42, 30 NE. 1093 (1892); Shirk v. La Fayette, 
C.C.D. Ind., 52 Fed. 857 (1892). 

8 Paul v. Virginia, 8 Wall. 168, 19 L.Ed. 357 (1868); Bank of Augusta v. Earle, 13 Pet. 
519, 10 L.Ed. 274 (1839). 

® Title 12 US.C. #248 (k). 
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passed on by the United States Supreme Court or any State 
Supreme Court’ and commented: 
“From a reading of Section 11 (k) of the Federal Reserve Act, 
it appears that the scope of the [national] bank’s trust activities 
seems to be limited to the locality in which the bank is authorized 
to do business.” 


An opinion of the Attorney General of West Virginia takes 
a similar view”. 

On the other hand, the Federal Reserve Board has stated 
that no provision exists in the Federal Reserve Act or in the 
National Bank Act which would prevent a national bank hav- 
ing trust powers from exercising them in states other than that 
of its location; but: 

“the question depends on the laws of the other States in which 

the powers are proposed to be exercised.”!” 


The Comptroller of the Currency has similarly ruled, con- 
cluding: 

“The authority [to exercise trust powers outside of the state 

of the national bank’s location] depends upon the laws of the 

state in which the powers are proposed to be exercised. The na- 

tional bank must comply with the requirements of the laws of any 

State in which it proposes to act as trustee.”!* 

The Supreme Courts of Alabama“ and of New Mexico” 
recently have both assumed national banks may exercise trust 
powers outside the state of their location; that of New Mexico 
notes that the general statement of the Illinois Supreme Court, 
above, “was not the basis of the Court’s decision”; and points 
out other fundamental reasons for the Illinois court’s decision, 
i.e. the question of branch banking. This view is cited, appar- 
ently with approval, by the Alabama Supreme Court. 

Administrative authority, then, is of the opinion that a na- 
tional bank may exercise its trust powers outside the state of 
its location, provided the local law applicable is not prohibitory 


10 The Boatmen’s National Bank of St. Louis v. Hughes, $85 Ill. 481, 484; 58 N.E.2d 408 


(1944). 

13 0.A.G. dated August 10, 1948; C.C.H. Fed. Banking Rep. para. 90, 164. 

12 1921 Fed. Res. Bull. p. 816. 

13 Digest of Opinions of the Comptroller of the Currency, para. 7200; similarly, Opinion 
of the Attorney General of Utah, Oct. 19, 1955; C.C.H. Fed. Banking Rep. para. 92, 647. 
14 Ingalls v. Ingalls, 81 So.2d 610 (1955). 

15 Est. of Armijo; Hubbell v. 1st Nat. Bank, 57 N.M. 649; 261 P.2d 833 (1953). 
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and is complied with. Certain state Supreme Court decisions 
agree. It has been noted that the organic federal statute makes 
no reference to the place of exercise of the trust powers granted; 
and the only reference to compliance with local law (other than 
the requirement of taking oath or making an affidavit) in the 
statute requires the bank to make similar deposits of securities 
as are required of state institutions. It can thus be argued that 
this requirement of deposits is the only requirement of local 
law with which a foreign national bank must comply. The 
theory will be noted below that a national bank may not be 
hindered by local law in the exercise of its powers granted by 
paramount Federal law. 


Having considered the question of the power of a national 
bank to act as trustee in a foreign state, we are now confronted 
with the application of the local law. Administrative rulings 
indicate that the local law must be complied with. With res- 
pect to foreign corporation statutes, three approaches have been 
adopted by the courts; firstly, that national banks organized 
under Federal law are resident corporations of every state, and 
therefore not “foreign corporations”*; the court taking this 
view even questioned whether a national bank had the organic 
power to qualify under such an act, and to bind itself by the 
State Constitution and by state law; secondly, that the usual 
foreign corporation act is not intended to apply to national 
banks and that very clear statutory language is required to 
make it apply”; and thirdly, that foreign corporation acts 
cannot be applied to national banks, because of conflicting 
powers granted by paramount Federal law’; any attempt to 
block the entry of a national bank by a state in prescribing 
compliance with certain conditions is said to violate the con- 
stitution and laws of the United States. When a specific 
statute, such as sec. 24 of the Federal Reserve Act, relating 
to real estate loans” gives a power without geographical re- 
striction, prior geographical restrictions having been removed 
by amendment, the argument of an overriding paramount Fed- 
16 State ex rel. Eaton v. Hirst, S.Ct. Wyo. 58 Wyo. 163; 79 P’2d 489 (1938). 

17 Steward v. Atlantic National Bank of Boston, CCA-9, 27 F.2d 224 (1928). 
18 Bank of America Nat'l Tr. & Sav. Ass’n v. Lima, US. D.C.D. Mass., 103 F.Supp. 916 


(1952); Brust v. First National Bank, S.Ct. Wisc. 184 Wis. 15; 198 N.W. 749 (1924). 
19 12 US.C. sec. $71. 
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eral law appears in its best light. The court decisions noted 
above seem worthy of reference to ascertain what, if any, local 
law must be complied with, and to what extent. Caution would 
appear to dictate compliance with any statutes in terms applic- 
able to national banks. 

It must be recognized also that court decisions may be in- 
terpreted as supporting the position that national banks need 
not comply with the limitations of local law in the exercise of 
powers given by paramount Federal law. State legislation 
in conflict with the powers conferred upon a national bank may 
be void”. It has been held that any attempt by a state to in- 
terfere with the exercise of trust powers by a local national 
bank is a void attempt to enter a field which the Federal Con- 
gress has appropriated”; the reasoning of these decisions could 
be extended to cover the case of a national bank located in 
another state. 


STATE STATUTES 


The relation of the foreign corporation act of a state to 
its banking or trust company statute dealing with the exercise 
of powers by foreign corporate fiduciaries requires very close 
study. They may be phrased in similar terms. For example, 
the foreign corporation acts of West Virginia and Wisconsin™ 
prohibit the doing of business or the holding of property before 
qualification. Similarly, the trust company statute in com- 
bination with a reference to the foreign corporation act and the 
foreign corporation act with a reference to trust activities in 
Oregon and South Dakota, respectively, forbid the holding of 
property in trust and action as a fiduciary*. In other cases, 
the relation may not be as clear; the statutes may or may not 
complement each other. Qualification under both acts may be 
required for these activities, as in Oregon by statute, and in 
20 Davis v. Elmira Sav. Bank 161 US. 275 (1896); Easton v. Iowa, 188 U.S. 220 (1903) ; 
Van Reed v. Peo. Nat. Bank, 198 US. 554 (1904); First Nat. Bank of San Jose v. 


California, 262 U.S. 366 (1922); State v. Barboglio, S.Ct. Utah; 63 Ut. 482, 226 P. 904 
(1924); First Nat. Bank of Vicksburg v. Drezler, Ct. App. La. 184 So. 607, (19388). 

21 First National Bank of Bay City v. Fellows, 244, U.S. 416 (1917); Missouri v. Duncan, 
265 US. 17 (1924); Fidelity Nat. Bank & Trust Co. v. Enright, D.C.W.D. Mo., 264 
Fed. 236 (1920); First Nat. Bank of Opp v. Weaver, S.Ct. Ala., 225 Ala. 160, 142 So. 
420 (1932). 


22 Section $091; and Section 180.801 respectively. 
23 Sections 713.010,-020; and Sections 11.2002,-.2102 respectively. 
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Utah by administrative opinion; or may be impossible, as in 
South Dakota, the statute not providing for such action. 

Generally speaking, the trust company and banking statutes 
may be grouped conveniently in three categories: 


(1) those which prohibit action in a fiduciary capacity by a 
foreign corporation; 

(2) those which permit such action, upon compliance with 
certain requirements, such as licensing under the foreign 
corporation act, appointment of an agent for process and 
the filing of a bond, and in some cases a deposit of securi- 
ties; and 

(3) those so-called “reciprocal” statutes, only permitting 
corporations of other States whose statutes are similarly 
permissive to act in fiduciary capacities, upon compliance 
with certain requirements, such as appointment of an 
agent for service of process. 


In other States, the statutory law is silent upon the subject 
and a judgment must be based upon such court decisions or 
administrative opinions as are available. 

Generally, the foreign corporation acts forbid the doing 
or transaction of business before compliance with their qualifi- 
cation requirements; they may be worded in some instances 
so as to prohibit a single transaction. Occasionally, the hold- 
ing of property in the State before qualification is forbidden”. 
Recently a number of states have adopted the policy of exclud- 
ing the lending of money on mortgage security, and the en- 
forcement of the mortgage on default, from activities for- 
bidden without qualification under the foreign corporation acts. 
Such statutes may simplify the problem, in the case of a mort- 
gage investment by a trustee. 

Each class of statute may or may not be worded in terms 
applicable to a federally-incorporated entity; and this problem 
may or may not be clarified by court decision or administrative 
opinion. 

While an abundance of decided cases are to be found inter- 
preting the various foreign corporation acts with respect to 
industrial corporations, very few decisions relate to the power 


24 e.g. Alabama General Corporation Law, sec. 194. 
25 see note (22) above. 
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of a foreign corporation to act as trustee, and even fewer to the 
power of a national bank located in another state so to act. 


WHAT ACTIVITIES ARE WITHIN THE 
STATUTES; ACTION AS TRUSTEE AS 
“DOING BUSINESS” IN A FOREIGN STATE 


It has been held that acceptance by a foreign corporation of 
an appointment as trustee under will constitutes “doing busi- 
ness” in the state concerned®. This will, of course, be true 
where a local statute defines acceptance of a trust as “doing 
business”.”” A foreign trust company acting and exercising 
its powers under an appointment must designate the secretary 
of state its attorney for process, as within the regulatory 
statutes.” Yet the usual “isolated transaction” exemption 
may be found by the court, as in the case of any industrial cor- 
poration; a single instance of action as a trustee may be held 
not to constitute the doing of business.” 

In Re Welling’s Estate® holds entering the state by a 
foreign trust company, asserting ownership of land as trustee 
under will, and carrying out the terms of the trust, are “doing 
business” within the meaning of the regulatory statutes; a sub- 
stantial part of the ordinary business of the trust company was 
viewed as being done in the foreign jurisdiction. 

Thus, I believe it may be fairly stated that the approach to 
the character and quantum of the activity which subjects a 
foreign trust company to the regulatory laws of a jurisdiction 
is substantially the same as in the case of a mercantile corpora- 
tion. This is the view adopted by the new Texas corporation 
act.** In some jurisdictions, however, the States Attorneys 
General have ruled that foreign corporations must qualify 
prior to acting in any fiduciary capacity within the state”, ap- 
26 Petition of Guaranty Trust Co., SJud. Ct. Mass., 248 Mass. $19; 148 N.E. 46 (1924). 
27 In Re Wallace's Estate, S.Ct. Wash. 164 Wash. 576, 8 P.2d 996 (1931). 

28 Equitable Trust Co. v. Plume, S.Ct. Err. Conn., 92 Conn. 649; 108 Atl. 940 (1918); 
ad vy: 4 Estate; Michigan Trust Co. v. Bronson, S.Ct. Calif., 192 Cal. 506; 221 


on itable Trust Com ane of N.Y. v. Western Land & Power Co., D.Ct. App. Calif., 
. App. 535; 176 876 (1918); Baden v. Washington Loan & Trust Co., Ct. 


yy Md. 133 Md. 602; 105 Atl. 860 (1919); but see Petition of Guaranty Trust Co., 
supra; Opinion of the Attorney General of North Carolina, June 6, 1949, C.C.H. Federal 
Banking Service, para. 90, 165. 

30 above, relying upon Pennsylvania Co. for Insurance v. Bauerle, S.Ct. Ill., 148 Ill. 459; 
883 N.E. 166 (1892). 

31 Texas Business Corporation Act, Art. 8.01. 

82 1939, 24 Op. Att’y Gen’l Maryland, p. 240; 1989, 25 Op. Att’y Gen’l No. Caro., p. 87. 
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parently without regard to the extent of activity involved. 
Adopting the view that the approaches to a foreign trust com- 
pany and to a foreign industrial corporation are the same, the 
rules applicable to the latter become pertinent. 


Although it is said that corporations permitted by their 
organic law to hold real estate may acquire and own real prop- 
erty in foreign states which have no prohibitory laws, and that 
they are not thereby “doing business” within the regulatory 
statutes,” this is by no means absolutely clear. The reasoning 
of this theory is that the capacity to hold real property is, as 
to the greater number of business corporations, a power as 
distinguished from a function for the performance of which the 
corporations were created.** On the other hand, it is said that 
in acquiring real property in the State, if the transaction is in 
fulfillment of the corporate purposes and part of its ordinary 
business, business is done by a foreign corporation within the 
purview of the regulatory statutes.” A distinction is possible 
on the theory that the investment of corporate surplus is not 
“ordinary business”. Greene v. Kentenia Corporation is ad- 
verse to this, holding that the land invested in need not be in 
actual use for business to be done.** On the other hand, Singer 
Mfg. Co. v. Granite Spring Water Co." stresses that invest- 
ment in real estate is in no sense the transaction of ordinary 
business. If ordinary business is viewed as being done, there 
is authority for the view that the “isolated transaction” ex- 
emption may not be successfully relied upon. This question 
is developed below. 


Intra-state management and dealing with the real estate 
make a much stronger case for application of the regulatory 
statutes. Clearly, substantial and continued activity, such as 
years of purchase, renting, and management of real property 


33 cases cited at Prentice-Hall Corporation Service para. 7577. 

34 Conference of Free Baptists v. Berkey, S.Ct. Cal., 156 Cal. 466; 105 P. 411 (1909). 
35 Donaldson v. Thousand Springs Power Co., S.Ct. Ida., 29 Ida. 735; 162 P. $34 (1916); 
Lowenmeyer v. National Lumber Co., App. Ct. Ind.,.71 Ind. App. 458; 125 N.E. 67 
an Greene v. Kentenia Corporation, Ct. App. Ky., 175 Ky. 661; 194 S.W. 820 
1917). : 

36 To similar effect; holding that development of real estate for investment purposes 
is “doing business”, Hoffstater v. Jewell, S.Ct. Ida., 88 Ida. 489; 196 Pac. 194 (1921). 
87 Sup. Ct. Spec. Term N.Y. Cty., 66 Misc. 595; 128 N.Y.S. 1088 (1910). 

38 Fletcher, Cyc. Corps., para. 8486. 
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in the state will make the foreign corporation liable for “doing 
business’”.*® A line of cases supports this rule, the terms of the 
corporate charter varying from stating real estate manage- 
ment to be a primary corporate purpose to stating this function 
as only an incidental authorized purpose.” Enforcement of 
the lease upon default by the lessee might well put these rules 
into play.” 

Closing the contract of sale out-of-state may insulate the 
transaction in the first place from the regulatory statutes.” As 
said in Goldberry v. Carter, such statutes’ prohibition is 
“against doing business in the state, not against doing busi- 
ness abroad relating to property in the state”. Some limita- 
tion must be noticed on this approach by reason of the holding 
in Glo Co. v. Murchison et al.** Here a foreign corporation 
entered into and signed a contract for the assignment of Texas 
oil and gas leases in Texas, after negotiating the same there. 
The affixing of the corporate seal, however, completing the 
conveyance, was done out-of-state. It was found that the busi- 
ness of the foreign corporation was the acquisition, ownership, 
and disposition of mineral leases, so that the corporation had 
been engaged in transactions for which it was organized; there- 
fore, business was held to have been done in Texas, although 
the seal completing the conveyance was affixed out-of-state. 
Normandie Oil Corp. v. Oil Trading Co.** was relied on. In 
this case, a brokerage corporation, whose principal business 
was the negotiating of real estate sales, negotiated in Texas 
the transfer of an interest in Texas real estate (an oil and gas 
lease) ; although the sale was consummated outside of Texas, 
the corporation was held doing business in Texas so as to be 
denied the use of the state courts without qualification; an in- 
divisible part of the broker’s service was said to have been in- 
trastate in nature. These cases cast some doubt upon the 
39 E. C. Vogt, Inc. v. Ganley Bros. Co., S.Ct. Minn., 185 Minn. 442, 242 N.W. $38 (1932). 
40 John Hancock Mut. Life Ins. Co. v. Girard, S.Ct. Ida., 57 Ida. 198; 64 P.2d 254 (1987); 
Proctor Trust Co. v. Pope, App. Ct. La., 12 So.2d 724 (1943); Hoffstater v. Jewell, supra. 
36; Burroughs v. So. Colonization Co., App. Ct. Ind., 168 N.E. 517 (1928); Peo v. 
Miller, Ct. App. N.Y., 181 NY. 328; 73 N.E. 1102 (1905). 

41 see, e.g. Proctor Trust Co. v. Pope, above. 

42 Lakeview Land Co. v. San Antonio Traction Co., S.Ct. Tex., 95 Tex. 252; 66 S.W. 766 
(1902) ; Goldberry v. Carter, S.Ct. App. Va., 100 Va. 488; 41 S.E. 858 (1902); Chittim 
v. Belle Fourche Bentonite Prod. Co., S.Ct. Wyo., 60 Wyo. 235; 149 P.2d 142, (1944). 


43 CA-5; 208 F.2d 714 (1954). 
44S.Ct. Tex., 189 Tex. 402; 163 S.W.2d 179 (1942). 
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complete effectiveness of an out-of-state closing. 

Unless the foreign corporation act or the banking or trust 
company statute of a state is worded so as expressly to prohibit 
it, the conduct of an isolated transaction, not indicating an 
intention on the part of the foreign corporation to carry on with 
some continuity its business in the state, should not be within 
the scope of these regulatory statutes. The Court of Appeals 
of New York has indicated that continuity of activity is implied 
in the term “doing business” as generally used in such legisla- 
tion.** This rule is subject, however, to the vague and unsatis- 
factory qualification that, if the act shows an intent to carry 
on a substantial part of the corporate business in the state or 
is part of the ordinary corporate business, or is one of an in- 
tended series, this exemption from these statutes is not avail- 
able.*® On the other hand, if there are incidental acts, not an 
exercise of the principal purpose for which the corporation was 
formed, the performance of a number thereof may not consti- 
tute “doing business” within these statutes; this view has been 
applied to the purchase or sale of realty within the state.*’ This 
may not be true of an act of ordinary business of the corpora- 
tion,” in which a purpose to carry on more customary corporate 
business is found. One such act may put the regulatory statutes 
into play. 

The unsatisfactory nature of these rules as a solution to the 
problem is immediately apparent. An argument is available 
that exercise of its investment functions by a corporate trustee 
is not an exercise of its principal purposes. For example, ex- 
ercise of an “incidental” power of sale by a corporate trustee 
has been held not to be doing of business, in the sense that the 
principal business is administration of the trust, in the case of 
Baden v. Washington Loan & Trust Co., above. On the other 
hand, another decided case holds the investment of corporate 
funds in real estate to be “doing business” within such statutes.” 


45 Penn. Colleries v. McKeever, 183 N.Y. 98; 75 N.E. 935 (1905). 


46 Dahl Implement & Lumber Co. v. Campbell, S.Ct. N.D. 45 N.D. 239; 178 N.W. 197 
(1920) ; John Deere Plow Co. v. Wyland, S.Ct. Kans., 69 Kans. 255; 76 Pac. 863 (1904); 
Weiser Land Co. v. Bohrer, S.Ct. Ore., 78 Ore. 202; 152 P. 869 (1915). 

47 Equitable Tr. Co. v. Western Land & Power Co., D.Ct. App. Cal., 38 Cal. App. 535; 
176 P. 876 (1918); Baden v. Washington Loan & Trust Co., App. Md., 183 Md. 602; 
105A. 860 (1919); Parker v. Wear, S.Ct. Mo., 230 S.W. 75 (1921). 

48 See, e.g. cases cited at 17 Fletcher, Cyc. Corps. sec. 8470. 

49 Greene v. Kentenia Corp., Ct. App. Ky., 175 Ky. 661; 194 S.W. 820 (1917). 
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PENALTIES PROVIDED FOR VIOLATION OF 
THE FOREIGN CORPORATION ACTS AND THE 
BANKING OR TRUST COMPANY STATUTES 


Violation of the foreign corporation acts and of the bank- 
ing or trust company statutes may involve various adverse con- 
sequences. Some statutes prescribe no penalties for violation 
of their prohibitions.” However, there is authority for the 
position that, when a foreign corporation act prohibits doing 
business in the state before compliance with its requirements by 
a foreign corporation, which did not declare contracts in viola- 
tion thereof void, nevertheless contracts made in the state in 
violation will be voided, as “contracts about a prohibited or 
unlawful matter”.” 

Typical of the penalty provisions, when these are expressed 
in the foreign corporation act, are: monetary penalties, either 
singly or geared to each day of a continuing offense or to the 
charges qualification would have imposed, plus a percentage 
penalty; inability to resort to the state courts, which inability 
in “diversity” cases will be extended to the federal courts of 
the state in question;” contracts made in violation of the 
statute rendered voidable or void; titles to, or interests in, local 
property voided; benefit of the state statute of limitations 
denied; monetary penalties or imprisonment for corporate of- 
ficers of agents transacting business in violation; stockholders 
made liable as partners; and retaliatory penalties, on the same 
basis as those of the state under which the offending corporation 
is organized. These may be found singly or in numerous com- 
binations. 

Failure to comply with the banking or trust company sta- 
tutes usually involves either a single monetary penalty or one 
geared to the continuing nature of the offense, plus occasionally 
liability to the penalties for a misdemeanor. 

These sections may be invoked by the state officer having 
jurisdiction, or by a party to a legal proceeding, or to a cor- 
porate contract or transaction, depending upon the nature of 
the case. It would appear that cases involving action by a 


50 Kansas, sec. 17-501 of the Foreign Corporation Act; Florida, sec. 660.10 of the statute 
applicable to trustees. 

Pittsburgh Constr. Co. v. West Side Belt Ry. Co., CCA-8, 154 Fed. 929 (1907). 
52 Woods v. Interstate Realty Co., 387 U.S. 535 (1949). 
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state official are in the minority. The voiding of property rights 
may well be the severest sanction imposed by such statutes. 


TAX STATUTES 

Action in a fiduciary capacity in a foreign state may also 
involve tax consequences for a national bank. While federal 
law™ exempts such banks in their individual capacity from taxa- 
tion by states other than that of their location, this is not true 
of a tax by a state upon a national bank acting in a fiduciary 
capacity. In such case, the trust estate bears the tax. Many 
states impose income taxes upon fiduciaries based upon rentals 
from real property located within their borders. The bank as 
trustee is in all probability liable for such a tax, unless it may 
avail itself of the common exemption applicable to employees’ 
trusts qualified under the Federal Internal Revenue Code. 


—- PROPOSED LEGISLATION 

The Committee on State Banks of the Corporation, Bank- 
ing and Business Law Section of the American Bar Associa- 
tion is presently engaged in drafting a proposed uniform 
statute to permit foreign corporations to act in a fiduciary capa- 
city in a state; the statute is on a reciprocal basis and applies 
in terms to national banks. Such a statute may well resolve 
some of the problems posed in the foregoing discussions. 

If this act is availed of, there is no obligation upon the 
foreign trust company to comply with either the local foreign 
corporation act or the local trust company statute; neither is 
it deemed to be transacting business in the State. These prob- 
lems are thus answered. 

The possibility of state income taxation upon the net rent- 
als of real property located there apparently remains; the 
source of the income being in the State, it has the jurisdiction 
to impose an income tax thereon. The provision that business 
is not deemed transacted under the statute would not, therefore, 
affect this problem. 

The prohibition of the Act may require some interpretation, 
also; it provides that, except as permitted thereunder, no for- 
eign trust company “shall act in this State in any fiduciary 


53 Title 12 US.C. sec. 548. 
54 Altman & Keesling, Allocation of Income in State Tazation, (2d Ed—1950) p. 30. 
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capacity or maintain in this state any place of business”. The 
question arises whether to “act” means the same as to do “do 
business” as discussed above; or whether it connotes more ex- 
tensive activity, for example, the acceptance and administration 
of a local trust. 

Violation of the act entails monetary penalties, and pos- 
sible prohibition in the future from acting in a fiduciary capa- 
city in the state; however, violation does not affect the validity 
or enforceability of any obligation held by the company as 
fiduciary, or of any mortgage lien, title or other interest in 
property held by it. 


CONCLUSION AS TO REAL ESTATE 
INVESTMENTS 


Uniform legislation probably offers a solution to a situation 
that can best be characterized as chaotic at present. While con- 
ceivably a valid state policy may be served by statutes seeking 
to keep appointments to local trusts in the hands of local cor- 
porate trustees, yet this policy can scarcely be stretched to ex- 
clude foreign corporate trustees from investing in local lands. 
Such foreign investments may well be very advantageous to a 
State, as is recognized by a bill recently introduced into the 
‘Pennsylvania legislature, authorizing such transactions by 
foreign trustees.” 

Meanwhile, such commercially beneficial dealings must rest 
upon attempted interpretation of rather dubious statutes, de- 
cisions, and administrative opinions, or upor their absence. 

While the conditions of the authorities in the great majority 
of states is such that a specific judgment must be formulated 
upon the facts of each case, the following statutes appear suffi- 
ciently adverse (in the absence of compliance with their require- 
ments, if possible) to discourage the type of transaction here 
considered, especially a sale and lease back investment: 


“INTERSTATE” MORTGAGE OR MORTGAGE 
PURCHASE BY A NATIONAL BANK IN ITS 
INDIVIDUAL CAPACITY 


It is very generally held to be the rule that, when an un- 


55 S.B. 1058. 
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qualified foreign corporation with its home office in one state 
there consummates purchases of mortgages on property located 
in another state, it is not “doing business” in the state of the 
property’s situs. Similarly, when such a corporation closes 
a loan transaction out-of-state, secured by a mortgage upon 
property in the state, the note being also payable out-of-state, 
neither the loan transaction or its enforcement by foreclosure 
requires qualification in the state of the security’s location.™. 
However, certain aspects of such activities could, and probably 
would, involve violation of local statutes if the foreign corpora- 
tion did not comply therewith. Such violations could arise if 
agents of the foreign corporation originated or serviced the 
mortgage in the state of the land’s location. Likewise, extens- 
ive mortgage foreclosures and purchase of the real estate by 
the lending institution could require qualification, the real 
estate being managed for some considerable time.” Certain 
favorable state statutes have been referred to above, which may 
authorize such activities in whole or in part. These should be 
carefully examined, in order to determine their applicability 
and the scope of the authorization which they may confer, as 
covering all of the desired activities. When authorizing sta- 
tutes are considered, particular weight must be given, in the 
case of a national bank, to paramount federal authority being 
granted by sec. 24 of the Federal Reserve Act™ prior geo- 
graphical limitations having been removed by amendment. Such 
paramount authority may well be argued to override local 
statutes. 


If “doing business” is found, and if the application of the 
foreign corporation statute to the institution can be upheld, the 
penalties referred to above may become pertinent. Certain 
state statutes such as those of Utah® voiding contracts as un- 








56 See, e.g. Burlington Savings Bank v. Grayson, S.Ct. Ida., 48 Ida. 654, ~ Pac. 215 
(1927) ; Diamond Bank v. Van Meter, S.Ct. Ida., 19 Ida. 225, 118 Pac. 97 (1911). 

57 Land Development Corp. v. Cannaday, S.Ct. "Ida. 74 Ida. 233, 258 P.2d 976 (1953); 
cases cited at sec. 8491, Fletcher Cyc. Corps. (Perm. Ed). 

58 Proctor Trust Company v. Pope, App. Ct. La., 12 So.2d 724 (1948), footnotes 40 and 
41 above. 

5912 US.C. sec. 371, footnote 19 above. 

60 Utah G.C.L. #16-8-3; see also John Hancock Mutual Life Insurance Company v. 
Girard, S.Ct. Ida., 57 Ida. 198 64 P.2d 254 (1936), involving a case of extensive activity 
by the foreign corporation’s agent within the State, foreclosures, purchase of the property, 
and continuous management thereof, as noted in Land Development Corp. v. Cannaday, 
footnote 57 above. 
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enforceable when made by a non-complying corporation, may 
present the gravest problem. Taxation problems will in all 
probability arise. 

Permissive legislation such as that noted above may be help- 
ful; however, it must be recognized that such legislation may 
very well cast considerable doubt upon well-known common law 
rules and transactions entered into thereunder. Each specific 
transaction must be carefully examined, both in the presence or 
absence of such a statute. 


APPENDIX OF STATUTES 


Florida [Stats. Ann., Title XXXVI, #660.10] (prohibits foreign cor- 
porations from acting as trustee of Florida real estate). 

Idaho [I.C.A. #26-102] (only foreign bank complying with Idaho 
Foreign Corporation Act may hold Idaho property in trust). 

Louisiana [R.S. 9: 1871] (only institutions domiciled in Louisiana 
may hold property in trust). 

Nebraska [R.S. 76-402; with respect to land outside corporate limits 
of cities and towns] (non-Nebraska corporations may not hold such 
real estate) . 

Ohio [R.C. #1107.03] (corporation with trust powers may only accept 
trusts of Ohio property upon deposit of $100,000). 

Oregon [R.S. 713.010] (no foreign corporation shall hold real or per- 
sonal property in trust in Oregon unless it has complied with all pro- 
visions of the Bank Act). 

South Dakota [S.D.C. #11.2002] (no corporation organized under 
laws other than those of South Dakota can acquire or hold property 
in the State before compliance with the Foreign' Corporation Act) . 

West Virginia [Code #3091] (no corporation organized under laws 
other than those of West Virginia can hold any West Virginia property 
before compliance with the Foreign Corporation Act) . 

Wisconsin [Stats. #180.801] (a foreign corporation shall procure a 
certificate of authority from the secretary of state before it can acquire 
or hold Wisconsin property) . 
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BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federai and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the devositor and the bank student seeking advancement. 





United States Supreme Court Rules State 
Laws Must be Applied in HOLC Bond Case 


The United States Supreme Court has recently handed 
down a decision of importance to bankers illustrating a prob- 
lem created by the existence of two sets of laws in this country 
—federal and state—and by the overlapping of these laws. 
The facts in the case were quite simple. In 1944 some 73 Home 
Owner’s Loan Corporation bearer bonds were stolen from the 
Bank of America National Trust and Savings Association. 
Four years later they were presented to the First National 
Bank of Indiana which forwarded them to the Federal Reserve 
Bank of Cleveland. The latter bank cashed the bonds and paid 
the First National which in turn issued its cashier’s checks 
to the person who had presented the bonds for payment. The 
bank from which the bonds were stolen brought suit in the fed- 
eral District Court for the Western District of Pennsylvania 
against the First National Bank, the payees and the Federal 
Reserve Bank. 

This District Court applied Pennsylvania law in deter- 
mining which of the parties to the litigation had the burden 
of proving the good faith of the First National Bank. The 
Court of Appeals in the Third Circuit reversed this trial court 
decision and ruled that the burden of proof in this respect 
should be determined by federal law. This decision was based 
on the Court of Appeals interpretation of an earlier Supreme 
Court case, Clearfield Trust Company v. United States, 318 
U.S. 368. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 209. 
109 
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The Bank of America, which was adversely affected by the 
Court of Appeals’ decision took the case to the federal Supreme 
Court and that Court reversed the Court of Appeals. The 
Supreme Court stated that the Court of Appeals had misin- 
terpreted the Clearfield case which held only that a suit by the 
United States to recover on an express guaranty of prior en- 
dorsements on a government check with a forged endorsement 
was governed by federal law. That case should not have been 
interpreted to mean that an essentially private transaction, 
i.e. one not involving the United States government, should be 
governed by federal law. Rather, a litigation of local concern 
between private parties should be determined by state law. 


In making this decision the Supreme Court pointed out 
that although the matter of good faith and burden of proof 
should be governed by state law, the interpretation of the 
rights and obligations of the government bonds themselves 
should be governed by federal law. Thus, the question of the 
maturity of the bonds which occurred in this case was to be 
determined with regard to federal law. Bank of America 
National Trust and Savings Association v. Parnell, United 
States Supreme Court, November 13, 1956. The opinion of 
the court is as follows: 


MR. JUSTICE FRANKFURTER delivered the opinion of the Court. 

Petitioner, alleging diversity of citizenship, brought suit in the 
District Court for the Western District of Pennsylvania alleging that 
in September and October 1948 two individual defendants, Parnell and 
Rocco, and two corporate defendants, the First National Bank in Indiana 
and the Federal Reserve Bank of Cleveland had converted 73 Home 
Owners’ Loan Corporation bonds which belonged to petitioner. Only 
Parnell and the First National Bank are respondents here since the 
Federal Reserve Bank was dismissed, on its motion, after petitioner had 
presented its case in the District Court, and since Rocco did not appeal 
from the District Court’s judgment. 

At the trial it appeared that these bonds were bearer bonds with 
payment guaranteed by the United States. They carried interest 
coupons calling for semi-annual payment. They were due to mature 
May 1, 1952, but pursuant to their terms, had been called on or about 
May 1, 1944. On May 2, 1944, the bonds disappeared while petitioner 
was getting them ready for presentation to the Federal Reserve Bank 
for payment. In 1948 they were presented to the First National Bank 
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for payment by Parnell on behalf of Rocco. The First National Bank 
forwarded them to the Federal Reserve Bank of Cleveland. It cashed 
them and paid the First National Bank, which issued cashier’s checks 
to Parnell. Parnell then turned the proceeds over to Rocco less a fee 
—-there was conflicting testimony as to whether the fee was nominal or 
substantial. 


The principal issue at the trial was whether the respondents took the 
bonds in good faith without knowledge or notice of the defect in title. 
On this issue the trial judge charged: 


“As I have indicated, however, in the case—and if you find in 
this case that the plaintiff owned these bonds, that they were 
stolen from it—then the burden of proof so far as this plaintiff 
is concerned is to show that fact, that these bonds were owned by 
it, that they were lost by it in the manner as shown by its evid- 
ence. Then the two defendants, Parnell and the bank, not claim- 
ing to be owners for value, but as conduits for redemption, must 
come forward and they then have the burden of showing that 
they acted innocently, honestly, and in good faith. . . .” 


The jury brought in verdicts for petitioner against both respondents. 
On appeal, the Court of Appeals for the Third Circuit, the seven circuit 
judges sitting en banc, reversed, with three judges dissenting. It held 
that the District Court had erred in treating the case as an ordinary 
diversity case and in regarding state law as governing the rights of the 
parties and the burden of proof. 226 F.2d 297. It considered our 
decision in Clearfield Trust Co. v. United States, 318 U.S. 363, controlling 
and held that federal law placed the burden of proof on petitioner to 
show notice and lack of good faith on the part of respondents. The 
court further found that there was no evidence of bad faith by the First 
National Bank since the bonds were not “overdue” as a matter of 
federal law when presented to it and therefore directed entry of judg- 
ment for it. The court found that there was evidence of bad faith on 
the part of Parnell but ordered a new trial because of the erroneous 
instructions. 


The dissenters agreed in applying the doctrine of the Clearfield Trust 
case to determine the nature of the contract and the rights and duties 
of the United States as a party but not the rights of private transferees 
among themselves. They, like the majority, looked to federal law to 
determine whether the bonds were “overdue paper” when presented to 
the First National Bank. They concluded that since the respondent 
bank knew of the call, as to it, the bonds became demand paper and 
that the bank took the paper an unreasonable length of time after 
maturity, as advanced by the call. 
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In the view of the dissenters state law was controlling with respect 
to proof of good faith and the burden thereon. They found that state 
law placed the burden of proof on respondents to demonstrate their 
good faith, and that there was sufficient evidence to support the jury’s 
verdict that the burden of proving good faith had not been sustained 
even if, with respect to the respondent bank, the bonds were not to be 
regarded as demand paper taken an unreasonable time after maturity, as 


advanced by the call. 


Petitioner sought a writ of certiorari to review the judgments of the 
Court of Appeals. Because the determination of the applicable law raised 
an important issue of federal-state relations, we granted certiorari. 
350 U.S. 963. 

The District Court in this suit, based on diversity jurisdiction, for 
the conversion in Pennsylvania of pieces of paper of defined value 
deemed itself a court of Pennsylvania in which, in view of the nature 
of the claim, Pennsylvania law would govern. See Guaranty Trust Co. 
v. York, 326 U.S. 99, 108, But respondents claim, and the Court of Appeals 
sustained them, that the decision in Clearfield Trust Co. v. United States, 
$18 U.S. 363, compels the application of federal law to the entire case. 
The Court of Appeals misconceived the nature of this litigation in 
holding that the Clearfield Trust case controlled. In that case we held 
that a suit by the United States to recover on an express guaranty of 
prior endorsements on a Government check with a forged endorsement 
was governed by federal law. The basis for this decision was stated 
with unclouded explicitness: 


“The issuance of commercial paper by the United States is 
on a vast scale and transactions in that paper from issuance to 
payment will commonly occur in several states. The application 
of state law, even without the conflict of laws rules of the forum, 
would subject the rights and duties of the United States to excep- 
tional uncertainty.” 318 U.S., at 367. 


Securities issued by the Government generate immediate interests of 
the Government. These were dealt with in Clearfield Trust and in 
National Metropolitan Bank v. United States, 323 US. 454. But they 
also radiate interests in transactions between private parties. The 
present litigation is purely between private parties and does not touch 
the rights and duties of the United States. The only possible interest 
of the United States in a situation like the one here, exclusively involving 
the transfer of Government paper between private persons, is that the 
floating of securities of the United States might somehow or other be 
adversly affected by the local rule of a particular State regarding the 
liability of a converter. This is far too speculative, far too remote a 
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possibility to justify the application of federal law to transactions essen- 
tially of local concern. 


We do not mean to imply that litigation with respect to Government 
paper necessarily precludes the presence of a federal interest, to be 
governed by federal law, in all situations merely because it is a suit 
between private parties, or that it is beyond the range of federal legisla- 
tion to deal comprehensively with Government paper. We do not of 
course foreclose such judicial or legislative action in appropriate situa- 
tions by concluding that this controversy over burden of proof and 
good faith represents too essentially a private transaction not to be 
dealt with by the local law of Pennsylvania where the transactions took 
place. Federal law of course governs the interpretation of the nature of 
the rights and obligations created by the Government bonds themselves. 
A decision with respect to the “overdueness” of the bonds is therefore a 
matter of federal law, which, in view of our holding, we need not 
elucidate. 


This conclusion requires reversal of the judgments of the Court of 
Appeals but not reinstatement of the judgments of the District Court. 
The Court of Appeals did not originally consider all the points raised 
by respondents. Moreover, since the Court of Appeals misconceived 
the applicable law, it is for that court to review the judgments of the 
District Court in the light of the controlling state law. The Court of 
Appeals has not decided what the governing state law on burden of 
proof is, and it is the court which should so decide. Likewise, if state 
law casts the burden on respondents te demonstrate their good faith, it 
is for the Court of Appeals to assess the evidence in light of that standard. 


The judgments of the Court of Appeals for the Third Circuit are 
therefore reversed and the cases are remanded to that court for proceed- 
ings in conformity with this opinion. 


Reversed and remanded. 


MR. JUSTICE BLACK and MR. JUSTICE DOUGLAS, dissenting. 

The “federal law merchant” which Clearfield Trust Co. v. United 
States, 318 U.S. 363, 367, held applicable to transactions in the commer- 
cial paper of the United States should be applicable to all transactions 
in that paper. Indeed we said in National Metropolitan Bank of United 
States, 323 U.S. 454, 456, that “legal questions involved in controversies 
over such commercial papers are to be resolved by the application of 
federal rather than local law.” Not until today has a distinction been 
drawn between suits by the United States on that paper and suits by 
other parties to it. But the Court does not stop there. Because this is 
“essentially a private transaction,” it is to be governed by local law. 
Yet the nature of the rights and obligations created by commercial paper 
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of the United States Government is said to be controlled by federal law. 
Thus, federal law is to govern some portion of a dispute between private 
parties, while that portion of the dispute which is “essentially of local 
concern” is to be governed by local law. The uncertainties which inhere 
in such a dichotomy are obvious. 


The virtue of a uniform law governing bonds, notes, and other paper 
issued by the United States is that it provides a certain and definite 
guide to the rights of all parties rather than subjecting them to the 
vagaries of the law of many States. The business of the United States 
will go on without that uniformity. But the policy surrounding our 
choice of law is concerned with the convenience, certainty, and definite- 
ness in having one set of rules governing the rights of all parties to 
government paper, as contrasted to multiple rules. If the rule of the 
Clearfield Trust case is to be abandoned as to some parties, it should 
be abandoned as to all and we should start afresh on this problem. 


Drawee Bank Not Liable For Mailing 
Rather Than Wiring Notice of 


Insufficient Funds 


In a decision which reads like a banker’s bad dream, the 
Supreme Court of Nebraska has ruled that a drawee bank had 
not been negligent and that its acts in respect to the plaintiff- 
collecting bank were not in fact the cause of damage to the 
collecting bank. This latter bank had received for collection 
a check marked with the word “HOLD”. This word had been 
clearly crossed out by the person submitting the check but 
was meant to indicate that the check was not to be cashed until 
certain contingencies were met. The check was forwarded 
to the drawee bank with instructions to wire the collecting 
bank in the event of non-payment. 


The drawee received the check on the fourth banking day, 
and by mistake charged it against the wrong account. This 
-was not discovered until the next day at which time it was also 
discovered the correct account did not have funds to cover the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 297. 
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check. Since it was after banking hours, instead of wiring 
notice of the defect, the drawee bank simply mailed the check 
to the bank which had forwarded the check to the drawee, the 
forwarding bank receiving the check the next morning. The 
forwarding bank immediately wired advice of non-payment 
which the collecting bank received on the seventh banking day. 
The collecting bank claimed the delay on the part of the drawee 
bank was negligent and caused damage to the collecting bank 
which on the second or third banking day had delivered funds 
to a customer on the strength of the check, mistakenly believing 
it had been collected. 


Under these circumstances, the trial court and the appellate 
Supreme Court determined that the drawee had not been neg- 
ligent. To have wired the notice of non-payment would have 
been of no avail since the defect was not discovered until after 
banking hours. Likewise any damage to the collecting bank 
was its own fault not only because it had notice that the check 
had been materially altered by having the word “HOLD” 
crossed out but also because it knew of the financial irresponsi- 
bility of the maker and that the check had not been presented 
within a reasonable time after its issuance. In addition the 
collecting bank had made payment as the result of its own 
mistake of thinking the check had been collected. Scottsbluff 
National Bank v. First State Bank, Supreme Court of Nebras- 
ka, 76 N.W.2d 445. The opinion of the court is as follows: 

CHAPPELL, J.—Plaintiff, Scottsbluff National Bank, brought this 
action against defendant, First State Bank, Gothenburg, Nebraska, seek- 
ing to recover damages allegedly caused by defendant’s negligence in 
failing to collect or timely comply with instructions to wire nonpayment 
of a check drawn on defendant. The material issues were traversed 
by defendant’s answer and plaintiff’s reply, whereupon a jury was waived 
and the cause was tried to the court. Subsequently a judgment was 
rendered which found and adjudged the issues generally against plain- 
tiff and in favor of defendant and dismissed the action at plaintiff's cost. 
Plaintiff's motion for new trial was overruled and it appealed, assigning 
in effect that the judgment was not sustained by the evidence but was 


contrary thereto and contrary to law. We conclude that the assginments 
should not be sustained. 
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The parties incidentally involved will be designated as follows: 
Oscar Linker, drawer of the check, as Linker; his wife, Armina Linker, 
as Mrs. Linker; Jack E. Mack, doing business as Western Construction 
Co., payee of the check, as Mack; First National Bank of Lincoln, plain- 
tiff’s correspondent, as Lincoln; the Omaha branch of the Federal Re- 
serve Bank, as Omaha; and John B. Cook, Sr., as Cook. 


The material evidence may be summarized as follows: On May 
16, 1952, Linker gave Mack a check payable to Western Construction 
Co. and drawn on defendant for $4,233. Then there was only $193.87 
in Linker’s account, a fact well known by both Linker and Mack. The 
word “Hold” was written in bold letters across the lower left-hand cor- 
ner of the check at the time it was issued, and Mack then agreed with 
Linker that Mack would hold the check and could not cash it until he 
had proved that a steel building then being constructed by Mack under a 
written contract with the Linkers was clear of all liens upon which 
“people were slapping liens . . . right and left.” Subsequently, the Link- 
ers were required to pay off all such liens in an amount equal to or 
greater than the check, so that it was without any consideration. 


Nevertheless, on May 27, 1952, 11 days after the date on which the 
check had been drawn, Mack endorsed it, “Western Construction Co. 
Jack E. Mack” and presented it to plaintiff for payment or deposit. 
When so presented Mack or some other person had drawn several 
lines with a pencil and two different colors of ink through the word 
“Hold” but such word and the alteration thereof were at all times 
entirely legible. Mack then had a small account in his own name and 
one in the name of the Western Construction Co. with plaintiff, who 
well knew that both such depositors were financially irresponsible. 
Therefore, plaintiff refused to give either one or the other absolute un- 
conditional credit for the check involved or any other out-of-town 
check, a fact well known to Mack at all times. Thus, plaintiff issued 
a deposit slip to “Jack E. Mack . .. May 27, 1952 . . . Checks as follows: 
Oscar Linker $4,233.00.” Such deposit slip also conditionally provided 
that Mack’s deposit of such sum was dependent upon final payment of 
items received for deposit or collection at plaintiff's own office, and re- 
served plaintiff's right to timely charge back any item “drawn against 
insufficient funds or otherwise not good or payable.” Further, such 
$4,233 item was encircled on Mack’s original ledger account and a no- 
tation “Hold $4,233 A.A.H.” was made thereon by A. A. Hulse, plain- 
tiff’s vice president. 


. Prior to presentation of the Linker check to plaintiff, Mack owed 
Cook a past-due debt of about $10,000. Cook was attempting to collect 
the debt, so Mack showed him the Linker check. However, Cook testi- 
fied that he did not remember seeing the word “Hold” on the check, 
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although by casual inspection it was clearly observable, and denied that 
he had anything to do with attempting to strike it out. In that regard, 
Cook was a borrower from and a substantial depositor in plaintiff bank, 
having on deposit at all times here involved substantially more than 
$4,000. 

After Mack delivered the Linker check to plaintiff on May 27, 1952, 
it was mistakenly sent by plaintiff to the First State Bank of Scottsbluff 
instead of to defendant. It was then returned to plaintiff on May 28, 
1952, and on that same date Mack gave Cook a check drawn upon plain- 
tiff for $4,000, purportedly to apply on Mack’s past-due indebtedness to 
Cook, who then took such check to plaintiff and presented it for pay- 
ment. Thereupon plaintiff refused payment, telling Cook that payment 
“would depend on whether we would have a wire by Monday night, or 
Tuesday night,” about the Linker check telling plaintiff “whether the 
check was dishonored.” Plaintiff thus refused to give Cook “uncon- 
ditional credit for the $4,000” because “We were waiting to find 
whether” the Linker “check had been paid.” Monday night was June 
2, 1952, and Tuesday night was June 3, 1952. Plaintiff's evidence was 
that it normally allowed 5 days for such checks to clear, although it 
realized that defendant might make mistakes as sometimes happened 
in banks, and that defendant might also have difficulty and delay in col- 
lecting the Linker check. However, plaintiff claimed that defendant 
should have wired Omaha within 5 days from May 28, 1952, if it had 
not been paid. In that regard, June 2, 1952, was the fourth banking 
day, and June 3, 1952, was the fifth banking day. 

In that situation, plaintiff wanted to help its good customer Cook 
get in ahead of and have a preference in order to deceive and defeat 
the rights of any other creditors to whom Mack might in the meantime 
give checks on his account. Thus, on May 28, 1952, cooperating with 
Cook in order to accomplish that result, plaintiff wrote up a cashier’s 
check for $4,000 payable to Cook. However, plaintiff refused to deliver 
such check to Cook but held that check in its own hands and under its 
control, telling Cook that plaintiff would deliver and pay the cashier’s 
check only if the Linker check was first paid. In other words, it was 
distinctly understood and agreed between plaintiff and Cook, both when 
Cook presented Mack’s $4,000 check to plaintiff which it refused to pay 
and when plaintiff wrote up the $4,000 cashier’s check payable to Cook 
which plaintiff refused to deliver to him, that Cook was not to be paid 
the $4,000 unless plaintiff first received $4,233 on the Linker check. 

Also, on May 28, 1952, plaintiff endorsed the Linker check “Pay to the 
order of any bank, banker or trust co.” and forwarded it, together with 
other items, to Lincoln for collection and clearance, with instructions 
“Wire non-payment of all items, $1,000.00 or over giving endorser.” 
Lincoln received the check May 29, 1952, and forwarded it to Omaha 
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where, Decoration Day intervening, it was received May 31, 1952. 
Omaha then forwarded it, together with other items, to defendant with 
instructions “Wire advice of nonpayment of all items of $1,000 or over.” 


Sunday intervened, and defendant received the check on Monday, 
June 2, 1952. Defendant then mistakenly remitted the amount thereof, 
included in the total of other items, to Omaha by draft. Plaintiff, and 
defendant as well, concededly operated under a delayed posting system 
whereby items received for deposit or paid on one date were posted on 
the ledger accounts the next day. Thus, on June 3, 1952, it was dis- 
covered that defendant’s employees had mistakenly charged the Linker 
check against the Linker Super Service account instead of against the 
Oscar Linker account upon which the check had been drawn. The for- 
mer account contained ample funds with which to have paid the check, 
but the latter account had only $193.87 on deposit therein. Thereupon, 
defendant immediately corrected its records by crediting back the amount 
of the check to the proper account. Defendant then deducted that sum 
from its remittance of other items to Omaha, about which no complaint 
is here made. 


In the meantime, the Linker check was never marked or cancelled 
“Paid” and on June 3, 1952, immediately upon discovering its mistake 
and the insufficiency of the Oscar Linker account, defendant attempted 
to contact the Linkers. However, they were out of town and could not 
be found or contacted until after closing hours on June 4, 1952. At that 
time defendant was informed by Mrs. Linker that the Linker check 
had been conditionally delivered to Mack, that it was without any con- 
sideration, and had been materially altered, whereupon defendant was 
ordered to stop payment. Thereupon, after defendant’s closing hours and 
after Omaha’s closing hours on June 4, 1952, defendant wrote “Payment 
stopped” across the face of the check and returned it to Omaha by 
regular mail, where it was received the morning of June 5, 1952, at the 
opening of Omaha’s next business day. On that date at 12:25 p.m. 
Lincoln received a code wire from Omaha reading as translated “Re- 
turning unpaid check on First State Bank, Gothenburg, Nebr. $4,233.00— 
Your letter of May 29, 1952—reason ‘Payment Stopped’, endorsed by 
Scottsbluff National Bank, Scottsbluff, Nebr.” Likewise, on that same 
date at 1:47 p.m. plaintiff received a code wire from Lincoln reading as 
translated “We are advised returning unpaid check OM ...............:scsss0ese00: 
Payment Stopped.” 


In the meantime, notwithstanding the fact that plaintiff had told 
Cook at the time it wrote out the cashier’s check May 28, 1952, that 
it would deliver and pay it only when plaintiff received the money on 
the Linker check, Cook’s secretary came to plaintiff on June 2, 1952, 
to get the money on the cashier’s check. There is evidence that plain- 
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tiff then told her to wait until after banking hours on June 3, 1952, 
which was the next day after defendant received the Linker check, 
when plaintiff would probably have a wire with regard to its payment, 
and that Cook’s secretary came back as instructed. Thereupon, not- 
withstanding the fact that plaintiff had not yet received any return of or 
remittance or wire or other information about the Linker check, Cook’s 
secretary endorsed the cashier’s check “Deposit only John B. Cook,” 
followed by her initials. Clearly such check was perforated “Paid 
6-2-52 76-157,” but plaintiff explained that such date was erroneous and 
should have been June 3, 1952, because the bookkeeper had neglected to 
set up the date on the canceller machine. Be that as it may, the $4,000 
item was posted on Cook’s ledger account as of June 3, 1952, although 
plaintiff, under its delayed posting practice, would have posted it as 
of June 4, 1952, if, as claimed by it, the check had been cancelled as 
paid or deposited on June 8, 1952. 


After the endorsement “deposit only,” plaintiff gave Cook’s secretary 
a deposit slip which read “John B. Cook, Sr. . . . 6-3-1952 . . . Checks 
as follows: cashier’s ck. $4,000 for Jack Mack payment of 5/28/52.” 
That deposit slip also conditionally provided that Cook’s deposit of such 
sum was dependent upon final payment of items received for deposit 
or collection at plaintiff's own office and reserved plaintiff’s right to 
timely charge back any item “drawn against insufficeint funds or other- 
wise not good or payable.” In that regard, the evidence is that plaintiff 
deposited the cashier’s check with the mistaken idea that the Linker 
check had been paid, and if plaintiff had known otherwise it would not 
have given Cook credit for it. When plaintiff found out that the Linker 
check had not been paid, Cook then and thereafter always had more 
than ample funds against which plaintiff could have charged back the 
$4,000 item, but plaintiff did not do so and has never yet even made 
any demand upon Cook for payment of it. It is clear, however, that 
since June 5, 1952, plaintiff has partially reimbursed itself in the amount 
of $1,603.32 by the application of credits belonging to Mack. Whether 
or not plaintiff could have recharged or might yet recharge Cook’s 
account or recover from him any loss it allegedly sustained is not an 
issue for decision here and we express no opinion upon it. It is sufficient 
for us to say, as concluded by the trial court, that plaintiff cannot re- 
cover its alleged loss or any part thereof from defendant. 


It should be noted that this is not an action based upon the Linker 
check, or one to establish the liability of any party thereon, or one for 
liability on account of the release of any parties to the Linker check. 
Rather, this action was to recover damages allegedly caused by negli- 
gence of defendant in failing to collect the Linker check or timely wire 
nonpayment thereof. 
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In that regard, as held in Ring v. Kruse, 158 Neb. 1, 62 N.W.2d 
279, 281: “In order to constitute actionable negligence, there must exist 
three essential elements, namely, a duty or obligation which the defendant 
is under to protect the plaintiff from injury; a failure to discharge that 
duty; and injury resulting from the failure. The petition must allege 
these essential elements, and the proof must support them, or there can 
be no recovery.” See, also, Peterson v. State Automobile Ins. Ass’n, 
160 Neb. 420, 70 N.W.2d 489. 


As held in Henefin v. Live Stock Nat. Bank, 116 Neb. 331, 217 N.W. 
91, 58 A.L.R. 758: “In an action for negligence in the routing and pre- 
sentment of a check indorsed to a bank for collection, the burden is upon 
the plaintiff to show that the negligence proved was the proximate cause 
of his loss.” 

Also, as held in Omaha Nat. Bank v. Kiper, 60 Neb. 33, 82 N.W. 
102: “In case a debt is lost through the negligence of a collecting agent, 
the measure of damages is the actual loss resulting from such agent’s 
omission of duty.” Further, such case is authority for the rule that it 
is necessary for a plaintiff to show a reasonable probability that with 
due care the collection would have resulted. 


Several statutes have relation to the issues presented here. See, 
sections 62-202 to 62-218, R.R.S.1943. In that connection, plaintiff con- 
cedes that defendant was under no obligation or duty whatever when it 
received the Linker check to undertake to collect same, since at that 
time it had no existing agreement with plaintiff, or Mack, or Lincoln, or 
Omaha. Plaintiff concedes that defendant then had a right to return the 
check to Omaha on the day of its receipt in the exercise of its right to 
make payment thereof only at its own counter and thus avoid any 
liability. In that respect also, plaintiff at its election, exercised with 
reasonable diligence, had a right to treat the Linker check as dishonored 
by nonpayment when defendant retained the check without return or 
remittance on the day of its receipt. 


However, plaintiff agreed that defendant did not exercise its right 
to make payment only at its counter but instead undertook to collect 
the Linker check for plaintiff and in making such choice entered into a 
new relationship with plaintiff which, under the facts and circumstances, 
required defendant to exercise ordinary care and follow instructions in 
attempting to make the collection despite the want of any contractual 
relationship or statutory duty except that stated in section 62-207, R.R.S. 
1943, which provides: “It shall be the duty of the initial or any subse- 
quent agent collecting bank to exercise ordinary care in the collection 
of an item, and, when such duty is performed, such agent bank shall 
not be responsible if for any cause payment is not received in money 
or an unconditional credit given on the books of another bank, which 
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such agent bank has requested or accepted. An initial or subsequent 
agent collecting bank shall be liable for its own lack of exercise or ordinary 
care but shall not be liable for the neglect, misconduct, mistakes or 
defaults of any other agent bank or of the drawee or payer bank.” 


In such respect, plaintiff also relied upon 38 Am.Jur., Negligence, 
§ 14, p. 655, § 21, p. 662; Kuska v. Nichols Construction Co., 154 Neb. 
580, 48 N.W.2d 682; Fahrenbruch v. Peter Kiewit Sons’ Co., 148 Neb. 
460, 27 N.W.2d 680; 9 C.J.S., Banks and Banking, § 235, p. 488; 7 Am. 
Jur., Banks, § 659, p. 478, § 660, p. 479, § 663, p. 481, § 668, p. 483, 
§ 669, p. 484. 


Be that as it may concededly defendant received the Linker check on 
June 2, 1952, and it could not have been collected over defendant’s 
counter or otherwise. However, either on June 2, 1952, the day defend- 
ant received the check, which was the fourth banking day, or on June 
8, 1952, the fifth banking day, plaintiff accepted the Cook cashier’s 
check for “deposit only” and cancelled it as paid. It could reasonably 
be inferred that such step was taken on June 2, 1952. Clearly, on June 
$, 1952, under plaintiff's concededly delayed posting practice, credit 
therefor was posted on Cook’s ledger account by plaintiff, well knowing 
that defendant had not returned or remitted for the Linker check upon 
which payment of the cashier’s check depended, and having notice 
not only that the Linker check had been materially altered, but also 
that Mack was financially irresponsible and had not presented the 
check for deposit or payment within a reasonable time after its issuance. 


This is not a case where other persons in the meantime had drawn 
checks on Linker’s account and thereby made collection impossible and 
caused plaintiff to suffer a loss. There is no evidence that defendant 
did not in all good faith attempt to collect the check, which was con- 
cededly impossible. To have wired Omaha on June 4, 1952, when pay- 
ment was stopped, would have served no purpose since Omaha had 
already closed for its business day and plaintiff’s questionable collabora- 
tion with Cook had already been consummated, either on the day de- 
fendant received the check or on the day thereafter. Do the facts 
and circumstances heretofore set forth justify or require reversal? We 
believe not. 


Defendant’s answer denied generally and among other things alleged 
that it was not guilty of any wrongful or negligent act in handling the 
check as alleged by plaintiff, and defendant alleged that plaintiff suffered 
no damage or injury on account of any act or omission of defendant, but 
rather if plaintiff suffered any loss it was caused by its own negligence 
and wrongful acts. Plaintiff's reply generally and specifically denied such 
allegations and realleged that defendant was negligent as alleged in its 
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petition, which pleaded that negligence of defendant caused plaintiff 
to suffer a loss. 

The trial court, upon consideration of the pleadings and evidence, 
found and adjudged the issues generally against plaintiff and in favor 
of defendant, and dismissed plaintiff’s action. True, the trial court also 
found that under the circumstances defendant owed no duty to plaintiff, 
but such reason could not change the result if the judgment in favor of 
defendant was correct and should be affirmed in any event. Sopcich 
v. Tangeman, 153 Neb. 506, 45 N.W.2d 478. 

Recently, in Granger v. Byrne, 160 Neb. 10, 69 N.W.2d 293, 294, this 
court held: “When the evidence with relation to negligence is conflicting 
or such that minds may reasonably reach different conclusions therefrom 
with regard to its exsitence, the issue should be submitted to the jury 
for its determination. 

“In determining the sufficiency of evidence to sustain a verdict it 
must be considered most favorably to the successful party, any contro- 
verted fact resolved in his favor, and he must have the benefit of infer- 
ences reasonably deducible from it.” 

It is also elementary that: “Findings of a court in a law action in 
which a jury is waived have the effect of the verdict of a jury, and 
judgment thereon will not be disturbed unless clearly wrong.” Scotts- 
bluff Nat. Bank v. Blue J Feeds, Inc., 156 Neb. 65, 54 N.W.2d 392, 394. 

Such rules are applicable and controlling here, since, in the light of 
the evidence, the trial court could reasonably have found that defendant 
was not guilty of any negligence which was the proximate cause of any 
damage to plaintiff. Rather, it was more reasonable to conclude that 
plaintiff's loss, if any, was caused by its own negligence and wrongful 
acts. 

For reasons heretofore stated, the judgment of the trial court should 
be and hereby is affirmed. All costs are taxed to plaintiff. 


Affirmed. 


SUPREME COURT REFUSES TO REVIEW DECISION 
CONCERNING FHA LOAN APPLICATION 


By denying certiorari the United States Supreme Court has 
refused to review a case where a person was convicted under a 
statute that prohibits the making of false statements in Federal 
-Housing Authority transactions. The conviction was for the false 
certification of an FHA loan application at a time when the person 
convicted knew the application to be untrue. Rosenfeld v. The 
United States, United States Supreme Court, December 3, 1956. 












Malicious Prosecution Case Against Bank 


Upheld 


Ordinarily bank officers are able to avoid taking action that 
will subject their banks to suits for malicious prosecution. How- 
ever, on occasion, because banks must act swiftly to protect 
their interests, they do expose themselves to the possibility of 
such action and when they are so exposed they must act with 
extreme care and good faith. As this decision shows, a Cali- 
fornia bank apparently failed to proceed as carefully as it 
should have and as a result it had to pay to a customer, $15,000 
compensatory damages and $10,000 punitive damages, plus 
certain attorney’s fees. 


The bank had mistakenly credited a customer’s account with 
$1,200 most of which was withdrawn from the account by the 
customer’s wife who did not know the size of the account and 
who had been told to withdraw all but $100. In the ceurse of 
events that followed the bank on advice of legal counsel had 
the wife arrested. She had to spend the night in jail and the 
story of this and her arrest was carried on the front page of the 
local newspaper. 


The customer naturally brought suit against the bank which 
asserted the defense that the bank did not act with malice be- 
cause its manager, who instituted the criminal proceedings, 
acted only after receiving advice from legal counsel. The 
court ruled that this defense was not available to the bank since 
the bank officers involved in this episode had failed to inform 
the bank’s attorney of all the pertinent facts, specifically 
omitting the important fact that the wife had offered to return 
the money in the near future. Because of this omission the 
appellate court ruled that in its deliberations the trial jury 
could rightly have found that the bank manager had not acted 
in good faith and this lack of good faith was imputed to the 
bank. Fry v. Bank of America National Trust and Savings 
Association, District Court of Appeal of California, 298 P.2d 
34. The opinion of the court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1077. 
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PEEK, J.—This is an appeal by defendant from a money judgment 
in an action to recover damages for malicious prosecution and from the 
orders of the court denying its motion for a new trial and its motion for 
a judgment notwithstanding the verdict. 

The plaintiffs, because of Mr. Fry’s work as a mechanic on construc- 
tion jobs, had lived in various parts of the state. Likewise because of 
the nature of his work they lived in a house trailer. Their permanent 
address, however, was the residence of their son-in-law at Redding. For 
several years, wherever they happened to be, they did all of their bank- 
ing with the defendant. When they moved to Susanville in June of 
1950 they followed their custom and opened a commercial account. At 
that time they either had accounts with or were financing the purchase 
of motor vehicles through defendant’s branches at Paradise, Redding, 
Cedarville and Ukiah. On the 20th of that month they deposited $150 
in their Susanville account by a transfer of their account from the 
Cedarville branch. During the same month two other deposits were 
made to their new account; one in the sum of $181.17 and the other in 
the sum of $100.48. By a mistake in defendant’s office, plaintiffs’ ac- 
count was credited with a $1,200 deposit made by another customer. 
This erroneous credit was reflected in the June statement which was 
mailed on July 1 and showed their balance to be in the sum of $1,288.04. 
However, as the statement was mailed to them at “General Delivery, 
Susanville”, it was not received until July 7 or 8. On July 6, prior to 
the time of receiving the statement, and in accordance with her husband’s 
instructions, Mrs. Fry went to the bank for the purpose of withdrawing 
all but $100 from the account in order to pay off the balance on a new 
trailer they were buying in Redding. She was surprised when the teller 
showed her a ledger sheet which disclosed a balance of $1,288.04 in their 
account. However, she withdrew the sum of $1,188.04 by means of a 
check written by the teller and took the money with her to Redding. 
Because of her concern over what had transpired, she sought to reach 
her husband at his work, but the road was barricaded and she was unable 
to see him. She therefore continued on to her daughter’s home in Red- 
ding. After a discussion with the daughter, it was decided that the 
money should be placed in their accounts at the defendant’s Redding 
branch, $1,000 being deposited in a savings account and the remainder 
in a commercial account. On the following day, she returned to Susan- 
ville, and that evening, upon his return from work, informed her hus- 
band of what had occurred. His hours of work were such that he left 
home at approximately 6:30 a.m. and returned at approximately 6 p.m. 
He told her that a mistake had been made; that he believed they had 
more in their account than was shown by the statement, in other words 
more than $88.04; and that she should get their attorney and go to the 
bank and straighten it out. Although Mr. Fry requested time off dur- 
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ing the week, his employer refused, telling him that he should wait until 
the following Saturday. On the following Tuesday morning, before 
they could get to the bank, the assistant manager, Mr. McClure, who was 
in charge of the bank in the absence of the manager, discovered the 
error. He immediately conferred with the bank’s local counsel, who 
advised him to try and locate Mrs. Fry. 

The record shows that a taxi stand was located directly across the 
street from the bank, but McClure testified that because he lacked 
transportation he asked the sheriff of Lassen County to drive him and 
another bank employee the four or five blocks to the trailer court where 
the Frys were living. Mrs. Fry testified that in reply to McClure’s state- 
ment that she had taken some money from the bank which did not 
belong to her and his question as to when she would pay it back, she 
said that she and her husband had discovered the error; that they 
would be in the bank with their attorney on the following Saturday, 
and McClure replied that would be all right; that when she denied 
ownership of a Buick automobile (actually they owned a Hudson) which 
was parked nearby and to which McClure had referred, he said, “There 
is no use of lying, there is an officer reading your license plate,” and that 
she was “not going any place”; that she then handed to him the keys 
of her car and said that he could take the car and lock it up at the 
garage, and if there was anything wrong she would pay the storage. Her 
testimony concerning the occurrence was corroborated by her son who 
was there at the time. McClure’s testimony concerning the same event 
was that Mrs. Fry acknowledged the mistake; that contrary to her 
testimony—that she and her husband would be in the bank on Saturday 
—she told him that her husband was in the Sacramento Valley looking 
for work, and as soon as he came home they would come in the bank 
and make settlement; that he made no inquiry as to when her husband 
would be home; that he inspected the registration certificate on the steer- 
ing post of the car and noticed that it was being financed by defendant’s 
Alturas branch; and that upon leaving he told her “not to leave town 
until the matter was cleared up.” He also testified that no other at- 
tempt was made by anyone connected with the bank to talk to either 
Mr. or Mrs. Fry prior to her arrest; that he called the Paradise branch 
and determined that the Hudson was being financed through that branch 
but did not recall the balance which was due on the contract; that he 
also made calls to the Alturas and Ukiah branches and found out that the 
accounts there were not sufficient for the bank to exercise its right of 
offset; and that from the Ukiah branch he learned that the Frys were 
financing a Ford pickup truck there. Fry, upon learning of the incident 
at the trailer court, again endeavored to obtain time off to go to the 
bank, but again was told by his employer to wait until Saturday. 

On the following day the bank manager, Mr. Cornelius, returned 
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from his vacation and discussed the problem with McClure and the 
bank’s attorney, Mr. Pardee. McClure testified he told them his version 
of what Mrs. Fry had said concerning the whereabouts of her husband 
and that they would call at the bank when he returned; that neither 
Pardee nor Cornelius asked as to when Mr. Fry would return; that they 
knew the Hudson was being financed through the Alturas branch and 
the Ford pickup through the Ukiah branch. On the following day a 
bank employee informed Cornelius that he had seen Fry the evening 
before at his trailer. In the meantime Cornelius had also learned the 
name of Fry’s employer and endeavored to reach him by phone. In this 
he was unsuccessful but he was able to see him the next day. At the 
request of Cornelius, the employer Malfitano came to the bank in the 
company of Mr. Baker, his superintendent. Baker testified that Malfi- 
tano called him at the job and asked him to come to the bank. This 
was at about 11 o’clock in the morning. When he arrvied Malfitano, 
who was talking to the bank manager, informed him that there had been 
some trouble, and because of what had happened he did not want Fry 
in his employ any longer, and he then gave Baker instructions to fire 
him. Accordingly Fry was discharged at the end of his shift that same 
evening. 


McClure and Pardee both testified they believed Mrs. Fry’s state- 
ment that she realized a mistake had been made. Pardee’s testimony 
was that he had no idea of having her arrested and advised McClure to 
see the Frys and have the mistake corrected. He further testified that 
“it [was] possible” he gave no thought to the criminal aspect until after 
he had heard that Fry was to be fired from his job. Cornelius testified 
that upon learning of Fry’s discharge, Pardee stated: “Well, that makes 
it look a lot different.” He immediately went to his office, returning 
shortly to advise Cornelius that some action should be taken, and 
stating that he thought Mrs. Fry should be charged with theft. At the 
conclusion of his testimony Pardee said, “The one thing that impelled 
me to advise the making of the complaint was the fact that I knew that 
Fry was apt to lose his job, and he was in a very mobile condition.” 


The record shows that following this discussion Cornelius telephoned 
the bank’s chief counsel in San Francisco concerning the matter and 
was told by him to do whatever its local attorney advised. Cornelius 
made no further effort to contact the Frys and that afternoon filed a 
criminal complaint charging Mrs. Fry with theft of the sum of $1,200. 
She was arrested and held in the county jail until the following after- 
noon when she was released on bail. Her arrest and incarceration were 
reported on the front page of the local newspaper. At the preliminary 
hearing the complaint was dismissed because of insufficiency of the 
evidence. Thereafter the money was returned to the bank, and the 
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plaintiffs brought this action for malicious prosecution. The jury, by 
its verdict, awarded Mrs. Fry $15,000 compensatory damages and $10,- 
000 punitive damages. Mr. Fry was awarded the sum of $300 repre- 
senting the fee paid by him to the attorney who represented Mrs. Fry 
in the criminal matter. 


The first three contentions of defendant are that the evidence as 
a matter of law shows conclusively that it acted with probable cause 
and in good faith; upon the advice of counsel after a full and fair 
disclosure of all known information; and without malice. 


It is true, as defendant states, probable cause does not depend upon 
knowledge of facts which satisfactorily prove guilt, Centers v. Dollar 
Markets, 99 Cal.App.2d 534, 222 P.2d 136, and that a person may 
act “on what appears to be true, even if it turns out to be false”. White 
v. Brinkman, 23 Cal.App.2d 307, 312, 73 P.2d 254, 256. But it is also 
true that the jury was not compelled to adopt McClure’s statement, 
as does defendant in its argument, as to what Mrs. Fry said to him 
concerning the whereabouts of her husband. It could with equal pro- 
priety have found in accordance with her testimony as summarized 
herein. Again referring to the evidence pertaining to defendant’s first 
contention, it shows testimony by McClure that Mrs. Fry told him 
her husband was in the Sacramento Valley seeking work, but neither 
he nor anyone else connected with the bank made any inquiry as to 
when Mrs. Fry expected him to return; and although the manager learned 
on June 14 that Mr. Fry could not have been in the Sacramento Valley 
as McClure had testified, but had been working in Susanville, he did 
not see fit to question the accuracy of McClure’s account of his conver- 
sation with Mrs. Fry. The record further shows that the manager made 
no effort either to see or otherwise communicate with Mr. or Mrs. 
Fry although they were known to be living at a trailer court only four 
or five blocks from the bank. However, he did talk to Fry’s employer, 
and the jury could well have inferred that Fry’s discharge was the result 
of their conversation. Additionally there was the further testimony 
by McClure that when he talked with Mrs. Fry they both recognized 
that a mistake had been made; that he believed her to be truthful and 
that he so informed Pardee and Cornelius. Lastly there was the testi- 
mony of Pardee who stated that in the first instance he had no thought 
that a crime had been committed; but according to Cornelius, when 
Pardee learned that Fry was to be fired, he stated, “Well, that makes it 
look a lot different,” and advised Cornelius he should “take some action 
to protect the bank’s interest” which action he thought should be 
to “charge her with theft,” and as previously noted, Pardee concluded 
his cross-examination with the statement that the one thing that “im- 
pelled” him to advise bringing the criminal action was his knowledge 
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that Fry was to be fired and what he termed the Frys’ “very mobile 
condition.” 

Defendant’s argument in support of its contention that the record 
fails to show any element of malice is also predicated upon the assump- 
tion that Cornelius disclosed all facts as he knew them to counsel and 
only acted upon the advice of counsel; hence there was a complete de- 
fense to this charge on the part of plaintiffs. The jury could also have 
found that Cornelius did not act in good faith in instituting criminal 
proceedings when he did since, by reason of what Mrs. Fry had stated 
she said to McClure, Cornelius knew that she intended to come into the 
bank and rectify the mistake which the bank had made. McClure had 
told him that he believed Mrs. Fry. The attorney had said that at the 
outset he did not believe a crime had been committed, and Cornelius 
made no effort either to see or otherwise communicate with Mr. or Mrs. 
Fry whom he knew were living a short distance from the bank. How- 
ever he did contact Fry’s employer and Fry was discharged that same 
day. Additionally the jury could consider the testimony of Mrs. Fry, 
which was corroborated by her son, that during the course of her ar- 
rest the sheriff’s radio carried an announcement to the arresting officers 
instructing them to tell her that if she would come in on Saturday as 
she promised, they could tear up the warrant and let her go. Defendant 
made no attempt either to explain or discredit this testimony, either 
by interrogation of the arresting officers, the sheriff and a matron, or 
by other evidence. While there is no legal presumption of malice, 
nevertheless it may be inferred from want of probable cause. It may 
be shown by proof of lack of good faith on the part of the accuser, and 
if a defendant does not himself believe in the guilt of the accused, then 
the circumstances relied on will not shield him. He must believe that 
his charge is true. Centers v. Dollar Markets, 99 Cal.App.2d 538-543, 
222 P.2d 136. Applying the rule above set forth, it cannot be said that 
under the facts and circumstances heretofore summarized there was not 
sufficient evidence to support the implied finding of the jury as to 
malice. 

Defendant argues in support of its next contention that since Mc- 
Clure and Cornelius stated they made a full and fair disclosure to their 
attorney, Pardee, and since Cornelius only acted upon Pardee’s advice, 
a complete defense was made to the action. Here again defendant 
fails to consider the evidence adduced by plaintiffs directly in conflict 
thereto. Such evidence if believed, and it apparently was, was amply 
sufficient to sustain the jury’s implied finding in this regard; that is, if 
Mrs, Fry’s version of what transpired was accepted, the jury could 
properly have found that there had not been a full disclosure by Mc- 
Clure and Cornelius to defendant’s counsel since he was not apprised 
of Mrs. Fry’s statement that she and her husband would come to the 
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bank on Saturday and correct the mistake, the knowledge of which 
was chargeable to Cornelius, the manager, if as she stated she had 
so advised McClure. Necessarily then, under such circumstances, re- 
liance upon the advice of counsel would not be available. Hudson v. 
Zumwalt, 64 Cal.App.2d 866, 149 P.2d 457. 


Defendant’s next contention, that the sums awarded for compensa- 
tory as well as punitive damages were excessive, is likewise without merit. 
The rule is too well established to warrant citation of authority that 
when the jury has resolved the conflicting evidence, and the inferences 
to be drawn therefrom, in favor of the prevailing party, its conclusion 
in the absence of a showing that it was the result of passion or prejudice 
is conclusive on appeal. Sandoval v. Southern California Enterprises, 
Inc., 98 Cal.App.2d 240, 256-257, 219 P.2d 928. The question on appeal 
is not the amount of damages as such that the appellate court itself 
would have awarded, but whether or not the court believes that the 
damages are so excessive as to show passion or prejudice on the part of 
the jury. 15 California Jurisprudence 2d 42, sec. 229. The conclusion 
of this court in this regard receives added strength from the fact that a 
like contention was made by defendant on its motion for a new trial, but 
the trial court denied the same and refused to disturb the award. Fall 
v. Coastwise Line, 116 Cal.App.2d 345, 357, 254 P.2d 58. Under such 
circumstances it is neither within the province of this court to reassess 
the amount of general damages nor the amount of punitive damages 
suffered by Mrs. Fry from the humiliation of being arrested and spending 
a night in jail, all of which was reported on the front page of the local 
newspaper. It was for the jury to determine the amount of mortification 
and injury to her character caused by such imprisonment and adverse 
publicity, and as noted above, in the absence of a showing that such 
determination was the result of passion or prejudice, this court may not 
interfere with that determination. 98 Cal.App.2d 240, 256-257, 219 
P.2d 928. 


Defendant’s final contentions relate to certain instructions given by 
the trial court. From our examination of the instructions so attacked, 
it would appear unnecessary to discuss each with particularity. Since 
we must consider the instructions so given as a whole, rather than with 
reference to isolated words and phrases as used in some particular in- 
struction singled out by the defendant, it is readily apparent that no 
reversible error was committed by the trial court. It is sufficient to note 
that all of the instructions requested by defendant on probable cause 
(concerning which the evidence was obviously conflicting), as well as 
the other essential elements of a case founded on malicious prosecution 
were given; that is, the instructions so given embraced proper definitions 
and explanations of all of the elements of malicious prosecution which 
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were to be applied by the jury to the facts posed by the evidence. When 
so viewed in the light of the rule as enunciated, it cannot be said that 
the jury was not fully and fairly instructed on all elements of the case. 
Bernstein v. Maimes, 126 Cal.App.2d 468, 272 P.2d 529. 


The purported appeal from the order denying defendant’s motion 
for a new trial, not being an appealable order, is dismissed. The order 
denying defendant’s motion for a judgment notwithstanding the verdict, 
and the judgment, are affirmed. 


SCHOTTKY, J., concurs. 





Time Price Case Reviewed by 
Court of Appeals 


In order to make its earlier opinion clear, the Court of 
Appeals in the Fifth Circuit has written another opinion in 
answer to a petition for rehearing in a usury case. The court 
held that in the conditional sale of an automobile where the 
contract of sale was discounted to the defendant bank, there 
was no real “time price” involved but only a sale at a cash 
price accompanied by a loan or extension of credit to which 
the bank was a party throughout. Further, the court held that 
although the transaction between the seller and the purchaser of 
the automobile was separate from the discounting of the con- 
tract to the bank, the transactions were in fact connected and 
that the bank could not claim to be an innocent purchaser 
because the usurious charges were made in accordance with its 
instructions and its purchase of the paper at a usurious discount 
placed the bank on inquiry as to whether the transaction bet- 
ween the seller and the purchaser of the vehicle also contained 
usury. 

It should be noted by bankers interested in the problem 
of distinguishing between time and cash prices that the court 
sets forth in this case five reasons why this transaction involved 
a cash price with a loan or extension of credit rather than a 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1564. 
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time price as the bank had contended. Daniel and Dillard v. 
First National Bank of Birmingham, United States Court 
of Appeals, Fifth Circuit, 228 F.2d 803. The opinion of 
the court is as follows: 


RIVES, C.J.—At appellee’s request, we make clear that it was 
the district court’s findings of ultimate fact! which we thought subject 
to review under the authorities collected in Galena Oaks Corp. v. Scofield, 
5 Cir., 218 F.2d 217, 219, free from the restraint of the “clearly erron- 
eous” rule. Appellee argues with much force that those findings re- 
sulted from inferences drawn by the district court as to the intention 
of the parties, and not from any “process of legal reasoning”. We do 
not agree, though the separation is difficult, and if we are mistaken in 
that respect, nevertheless, the evidentiary facts being without dispute, 
this Court is in substantially as good position as was the district court 
to draw inferences and conclusions therefrom. See authorities cited in 
Benton v. Commissioner of Internal Revenue, 5 Cir., 197 F.2d 745, 753. 
In any event, on the entire evidence we are “left with the definite and 
firm conviction that a mistake has been committed.” United States 
v. United States Gypsum Co., 333 U.S. 364, 395, 68 S.Ct. 525, 542, 92 
L.Ed. 746. 


Upon original consideration, we said that, 

“The evidence leaves us in no doubt that there was never any 
bona fide ‘time price’ in any one of the three contracts, but that 
the real transaction was a sale at a cash price accompanied by a 
loan or extension of credit to which the Bank was privy through- 
out.” 


In so stating, we did not intend what appellee thinks, viz.: to 
“collapse the transaction as if it were one initial, sole and direct trans- 
action between the purchaser and the bank”, though that result might 


1 Set forth in the Dillard case in paragraphs 5 and 7 of the “Findings of Fact”: 

“5. The purchase by plaintiff of said tractor and the execution by him of said 
Conditional Sale Contract was a bona fide transaction by which plaintiff purchased said 
tractor on credit from said Baggett Transportation Company, and was not a loan by 
Baggett Transportation Company to plaintiff, nor a sham or device to evade the usury 
laws; and the time or credit price stated in said Contract was the bona fide price at 
which said Baggett Transportation Company sold and the plaintiff purchased said tractor. 

* * & e o 

“7, The purchase of the Conditional Sale Contract by the defendant from Baggett 
Transportation Company was a bona fide purchase of the Contract and was not a loan 
by the defendant to Baggett Transportation Company or to the plaintiff; and said 
purchase was made by the defendant in good faith and was not a sham or device to evade 
the usury laws. —¥ ae upon the purchase of the Contract from Baggett Trans- 
portation Compan purchase discount and not an interest discount. The pur- 
chase of said Conditional “Sale Contract by the defendant did not increase the amount 
which the plaintiff was obligated to and would have been required to pay to Baggett 
Transportation Company had that Company retained the Contract.” 
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have been reached in the Dillard case. We consider the conditional 
sales contracts between the sellers and the purchasers of the motor 
vehicles and the assignments to the Bank as separate but connected 
transactions, which were not traced out in detail because it seemed too 
clear that the Bank could not claim to be an innocent purchaser for value 
of the notes and contracts for either of two reasons: (1) The usurious 
charges were made in accordance with its instructions,” and it had actual 
notice thereof. See Associates Inv. Co. v. Baker, Tex. Civ.App., 221 
S.W.2d 363. (2) The Bank’s admitted violation of the law in purchasing 
the paper at a usurious discount placed it on inquiry as to whether the 
transaction between seller and purchaser of the vehicle also contained 
usury. See 8 Am.Jur., Bills and Notes, § 384; 10 C.J.S., Bills and Notes, 
§§ 303, 327. The taint of usury entering into the indebtedness persisted 
after the usurious transfer to the Bank, and the usurious interest was 
in fact paid by the appellants directly to the Bank. 


The appellee Bank insists that the evidence does not sustain our 
findings, and the amicus curiae requests that we clarify our opinion as 
regards its impact upon installment paper discounting generally. We 
can, of course, decide only the cases before us on their own facts, though 
we recognize that these are test cases important to the parties, but 
probably more important as precedents, applicable to many other trans- 
actions which may vary in non-essential details. Accordingly, we repeat 
some of the indicia which influence us to hold that these sales were at 
a cash price combined with a loan or extension of credit as distinguished 
from a bona fide time price: (1) a standard product, a motor vehicle, 
having a known and definite market price advertised and quoted only 
as a cash price and not separately as a cash price and a time price; (2) 
the only price mentioned, except in the final papers, being a cash price 
and no time price being actually agreed on; (3) the erroneous quoting 
to the purchaser of interest at 5% within the legal rate; (4) the so- 
called time price being calculated on the cash price by adding thereto 
insurance, recording fees and interest or discount; (5) the clear separa- 
tion from the beginning of the purchase price intended to go to 
the seller of the vehicle from the interest or discount intended to go 
to the Bank. The fact that the seller could have changed its mind 
and kept the papers itself, or could have assigned them to some other 
financial institution, seems to us to make little or no difference, except 
to substitute a different lender of credit. Nor is the furnishing of forms 
and instructions a sine qua non, but simply one of the circumstances 
going to show the intention of the parties. 


2 True, the testimony of the Bank’s assistant vice-president quoted in our original opinion 
related to help in computing the time price specifically in the Dillard transaction, but 
that was one of the “first half dozen sales”, clearly intended as training of the seller’s 
employees for use in subsequent transactions. 
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From the way the so-called time price was calculated, it is clear that 
a part of the increase over the cash price was intended to provide for 
insurance and recording fees. The remaining difference could not be 
intended to provide against those extraordinary risks which were insured 
at the expense of the purchaser. Some of the risk of collection is com- 
pensated for by varying the rate of interest within legal limits to cover 
such risk. Under the evidence in these cases, it seems to us that the 
part of the addition to the cash price in excess of the insurance charges 
and recording fees could be meant for nothing except compensation 
for the use or detention of the amount for which credit is extended, and 
is thus within the classic definition of interest. 


The appellee Bank asks that we determine what rate of interest was 
received or reserved by the Bank in the Daniel case. Since we have held 
that the Bank had notice of the usurious charges, we think that it is 
entitled to no credit because of the fact that it deposited a portion 
thereof to the credit of the seller of the vehicle. Under the statute (12 
U.S.C.A. § 86, supra, footnote 1 to the original opinion 227 F.2d 354), 
the person by whom the usurious interest is paid may recover back twice 
the amount thereof from the association taking or receiving the same. 
To recover there must be proof both of payment by the appellants and 
receipt by the Bank. It is enough, we think, if the Bank receives part 
of the usurious interest for its own benefit, and, knowing it to be usurious, 
collects a part for its assignor. 


The amicus curiae, Alabama Banker’s Association, rather plaintively 
inquires: 


“Tf the Court should be willing to do no more than to indicate 
how the function of discounting paper can escape the hazard of 
factual uncertainty and highly technical minutiae to escape 
attack, it would be of great service and might indeed tend to avoid 
a panic retrenchment in installment paper discounting.” 


It seems to us that a Bank not itself guilty of charging or of know- 
ingly collecting usurious interest or discount would not have violated 
the statute (12 U.S.C.A. § 86, supra, footnote 1 to the original opinion) . 
Except as changed by that statute, the Bank’s position as a holder in 
due course, vel non, would be determined upon the principles of the 
negotiable instruments law, the same as any other financial institution. 


The appellee Bank admits that it charged usurious discounts con- 
trary to the federal statute. See 12 U.S.C.A. § 85 (footnote 1 to original 
opinion); Gloversville National Bank v. Johnson, 14 Otto 271, 104 
U.S. 271, 26 L.Ed. 742. It insists, however, that it was pursuing a usual 
3 “Interest is the compensation allowed by law, or fixed by the parties, for the use or 


detention of money.” New Amsterdam Casualty Co. v. W. T. Taylor Const. Co., 5 Cir., 
21 F.2d 1002, 1008. 
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and customary business practice. Whether so or not, it is a practice 
which it must concede that a National Bank can safely engage in only so 
long as it can rely on its assignor not to sue under the federal statute. 
Probably such reliance is justified if its assignor has passed on the 
usurious interest rate to the purchaser of the vehicle. No doubt the 
Bank views its legal status from a position different from that of this 
Court. It seems to us that in reality what the Bank is asking this Court 
to hold is that probably the most numerous class of persons in need 
of protection from the state and national laws against usury are removed 
from that protection by the simple expedient of using the term “time 
price” as a cloak to conceal usury. That, we of course will not do. The 
petition for rehearing is 

Denied. 

JONES, Circuit Judge. 

I dissent. 





Trust Funds of Check Seller Held Not 
Subject to Attachment by Bank in Reversal 
of Prior Case 


The Supreme Court of California has vacated an opinion 
of the District Court of Appeal reported in THE BanxKING 
Law JourNnaL, Volume 73, page 730 (October 1956). The 
opinion of the lower court was that certain funds held by a 
check cashing corporation in a bank were subject to attachment 
by another bank which held checks of the corporation on which 
payment had been stopped. 

In vacating the lower court opinion, the State Supreme 
Court ruled that the funds the bank sought to attach qualified 
as trust funds under Section 12300.3 of the California Statutes 
and that by virtue of this section were not attachable despite 
the fact that the check cashing corporation was dilatory in 
segregating the trust funds from its general funds. The 
Supreme Court also ruled that the bank seeking attachment 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 99. 
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could not qualify under the statute as a holder in due course 
of checks sold by the corporation in the usual course of business 
because the checks were made payable to bearer whereas the 
usual transaction of a check cashing organization (as contem- 
plated by the licensing statutes) involves the issuance of a check 
to a third person payee at the request of the purchaser of the 
check. Bank of America National Trust and Savings Asso- 
ciation v. Bowden, Trustee in Bankruptcy of Cole’s Check 
Service, Supreme Court of California, 300 P.2d 10. The 
opinion of the court is as follows: 


SCHAUER, J.—Cole’s Check Service, Inc., originally named as a 
defendant’ in this litigation, appealed from an order denying its motion 
to release from the levy of an attachment “all trust funds” deposited to 
its account at The Bank of Los Angeles at Westwood and at the Holly- 
wood State Bank.? We have concluded that defendant is correct in its 
contention that plaintiff's position is that of a general creditor who 
under the pertinent statute is not permitted to reach such funds by 
attachment, and that the order should be reversed. 


Defendant at the times here involved was a licensee under the provi- 
sions of the Check Sellers and Cashers Law. (Fin.Code, §§ 12000-12403.) 
One of the purposes of the Legislature in enacting certain provisions of 
that law which are here involved was to safeguard from the general 
creditors of the licensed check seller issuing a check or money order in 
the usual course of such business the funds paid in to the licensee by 
purchasers of checks or other commercial paper, or by obligors, as here- 
inafter described in greater detail. 


As defined by section 12004, “ ‘Licensee’ means any individual, . . . or 
corporation licensed by the commissioner [of corporations] to engage 
in the business of cashing checks, drafts or money orders, and any cor- 
poration licensed by the commissioner to engage in the business of 
selling checks, drafts or money orders, or of receiving money as agent of 
an obligor for the purpose of paying bills, invoices or accounts of such 
obligor pursuant to the provisions of this division.’”* 


1 Although Leslie S. Bowden, Trustee in Bankruptcy, has been substituted as defendant- 
appellant in the place of Cole’s Check Service, Inc., Bankrupt, in this litigation, the 
designation “defendant” will in this opinion refer to either Cole’s Check Service, Inc., 
or to the substituted trustee in bankruptcy, as may be appropriate to the matter in 
discussion. 

2Such an order appears to be appealable. (See Code Civ.Proc. § 963, subd. 2; Risdon, 
etc., Works v. Citizens’, etc., Co. (1898), 122 Cal. 94, 54 P. 529; Fay Securities Co. 
v. Bowering (1929), 106 Cal. App.Supp. 771, 773, 288 P. 41.) 


3 Section 12002 states that a check seller or cashier is one “who, for compensation, en- 








136 THE BANKING LAW JOURNAL 


On March 21, 1955, defendant drew ten checks in the amount of 
$5,000 each on its general account (in The Bank of Los Angeles at 
Westwood) payable to “Al Lichtman, Agent.” Defendant delivered 
the checks to Lichtman, as its branch employe, to be used by him for 
cashing as needed to provide funds with which to cash checks for 
customers of Pipermart. Pipermart is a supermarket in which defendant 
maintained a branch of its check service. On the same day Lichtman 
endorsed the checks in blank and delivered them to Pipermart, which 
deposited them with plaintiff bank and received immediate credit 
therefor. Defendant stopped payment on the ten checks and refused to 
pay them, alleging no consideration. Plaintiff thereupon commenced this 
action against defendant as drawer of the checks and attached several 
bank accounts standing in defendant’s name. Included in these accounts 
were two designated “trust account” under the provisions of section 
12300.3 of the Financial Code. Defendant moved for an order releasing 
all trust funds from attachment, the motion was denied, and this appeal 
by defendant followed. 

Section 12300.3 provides that “All money received by a licensee or 
his agents from the sale of checks, drafts, money orders, or other com- 
mercial paper serving the same purpose and for the purpose of paying 
bills, invoices, or accounts of an obligor shall constitute trust funds 
owned by and belonging to the person from whom they were received .. . 
All such money .. . shall be separated . . . [and] shall thereafter be kept 
separate and apart at all times from funds belonging to the licensee . . . 
and may be used for no purpose other than paying bills of said persons, 
or paying checks, drafts, money orders, or other commercial paper sold 
by the licensee. All such trust funds ... shall be deposited in a bank 
or banks in . . . accounts in the name of the licensee designated ‘trust 
account,’ or by some other appropriate name indicating that the funds 
are not the funds of the licensee or of its officers, employees, or agents. . . . 
Such funds are not subject to attachment, levy of execution or seques- 
tration by order of court except by a payee or bona fide assignee or bona 
fide holder in due course of a check, draft, or money order sold by a 
licensee, or except by an obligor for whom a licensee is acting as an 
agent in paying bills. .. . 

“Nothing in this law shall be construed to prevent a purchaser, a 
holder in due course, the payee of a check, draft, or money order sold 
by the licensee in the usual course of his business, or an obligor for 
whom the licensee is acting as an agent in paying bills of the obligor, 
from taking any legal action necessary to enforce any claims which 
said purchaser, holder in due course, payee, or obligor may desire to 


gages, in whole or in part, in the business of selling or cashing checks, drafts, money 
orders, or other commercial paper serving the same purpose, or receiving money as agent 
of an obligor for the purpose of paying to a person other than the check seller or casher 
bills, invoices, or accounts of such obligor.” 
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take including the right to levy attachment or execution...” (Italics 
added.) 

Plaintiff bank first suggests that defendant has failed to show that 
the funds attached were trust funds under the provisions of the above 
quoted section, urging that “There is nothing in the record other than 
the bare statement in the affidavit of H. Rawland Cole [vice-president 
of defendant] to show that the funds attached were trust funds.”* 
In this connection plaintiff further suggests that the ledgers of defen- 
dant’s accounts indicate that defendant was dilatory in segregating the 
trust funds and transferring them from its general to its trust accounts, 
and that therefore “The conclusion is inescapable that the appellant 
[defendant] was not complying with Section 12300.3 of the Financial 
Code until . . . it saw an advantage in attempting to comply.” Plaintiff 
does not, however, dispute any fact relative to the origin of the funds or 
the relationship of defendant and its customers, which is essential to fix- 
ing the status of the funds as in truth trust funds within the meaning of 
the statute. Mere dilatoriness in complying with the statute would not, 
of course, alter the status of trust funds in trust accounts. Inasmuch as 
the facts which determine the character of the funds as trust funds were 
established without substantial contradiction by Cole’s affidavit, plaintiff's 
position on this point is without merit. 

Plaintiff next contends that the ten checks were sold by defendant in 
the usual course of its business and that as a holder in due course it 
was therefore entitled to attach the trust funds under section 12300.3. 
Plaintiff concedes that the checks were delivered by defendant to Licht- 
man “for his use in the check cashing business as agent of the defendant,” 
but urges that Lichtman sold, endorsed and negotiated the checks to Pip- 
ermart “in the usual course of . . . business” and “as contemplated by” de- 
fendant. No case has yet interpreted section 12300.3. In the first place, 
however, plaintiff mentions no evidence indicating that defendant did so 
contemplate transfer of the checks to Pipermart. In the second place, the 
fact that Lichtman endorsed the checks in blank, thus making them pay- 
able to bearer and negotiable by delivery (Civ.Code, § 3115), shows that 
no “sale” thereof to Pipermart took place as contemplated by the statute. 
The customary and salutary purpose of “purchasing” a check “sold” 
by a licensee would appear to be to provide a means for the safe- 


4 The motion to release the funds was heard upon affidavits, and in the uncontroverted 
affidavit of H. Rawland Cole it is stated that the funds were received by defendant 
“from the sale of its money orders to members of the public and . . . from third parties 
for the payment of bills of said third parties . . . [and] were trust funds under section 
12800.8 of the Financial Code. 

“That said funds were on deposit in the General Account of Coles and in Trust No. 
1 and Trust No. 2 denominated Trust Funds under Section 12800.3 of the California 
Financial Code. 

“That on said date the funds in the General Account were trust funds in the process 
¢ a and transfer to the Trust Account as provided by Section 12300.8 of the 

inan maces” 
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keeping or secured transmittal of money, which is not ordinarily accom- 
plished by an instrument negotiable by delivery or payable to bearer. 
This view is supported by the provisions of section 12310 of the Finan- 
cial Code, which, at times here involved, provided that “A licensee . . . 
shall not sell checks payable to bearer, to cash, or to the purchaser.”® 
The contemplated transaction, therefore, is the issuance of a check to a 
third person payee at the request of the purchaser of the check. The 
conclusion is thus clear that the checks were not “sold” to Pipermart 
within the contemplation of the statute. It follows that plaintiff's 
claim that it is a holder in due course of checks sold by defendant 
licensee in the usual course of its business is untenable, and that there- 
fore the trust funds here involved were not subject to attachment by 
plaintiff. 

In terms of trust law, when a check is sold the licensee becomes the 
trustee, the purchaser becomes the trustor, and the third party payee 
and holders in due course become the beneficiaries of the trust. The 
Legislature, by section 12300.3, has authorized both trustor and bene- 
ficiaries to enforce the trust, but has denied to general creditors such as 
plaintiff the right to attach or levy upon the trust funds. The rules thus 
laid down by the statute appear fair and equitable, and we should not 
allow them to be frustrated by sustaining the attachment here attempted 
by plaintiff. 

The order appealed from is reversed. 

GIBSON, C. J., and SHENK, CARTER, TRAYNOR, SPENCE, 
and McCOMB, JJ., concur. 


5 By amendment of the section effective in September, 1955, permission was given to 
sell a check in which the name of the payee does not appear, if the check does not 
exceed $150. (Stats.1955, ch. 774, § 1.) 


ARIZONA DEPOSIT ACT RULED UNCONSTITUTIONAL 


An opinion which has recently been filed in Arizona holds that 
the new Arizona Bank Deposit Law is unconstitutional. The author 
of the opinion, Judge Don T. Udall, criticized the law as “a true 
picture of statism at work and ... an affront to the State constitu- 
tion which guarantees and preserves the liberties of the people.” 
He characterized the Act as an attempt to compel municipal, state 
and county treasurers to put their so-called inactive funds in banks 
at times when they have been able to obtain higher interest by 
‘investment in government securities. It has been predicted that 
no appeal will be taken from this decision because of the likelihood 
that the state legislature will amend or repeal the Act during its 
current session. 


Drawee Bank Suffers Loss Where Check is 
Forged and Made Payable to 


Fictitious Person 


An interesting case has been decided in New York, interest- 
ing because it illustrates, among other things, that the precedent 
of very old cases is still quite important in modern commercial 
cases. In 1762 an English Judge, Lord Mansfield, ruled in 
effect that if the drawee of a bill of exchange to which the 
drawer’s name has been forged accepts or pays the bill, he can 
neither repudiate the acceptance nor recover the money paid, 
since he is bound to know the drawer’s signature. 

The New York court ultimately decided the case on this 
principal but it is important to note that it did so only after an 
investigation to determine if any of the facts before it gave 
rise to an exception to the rule. The facts of the case were 
these. A person giving a fictitious name opened an account 
in a bank in Mexico (Banco) and deposited in this account two 
checks on which he was named payee and which bore the forged 
signatures of a Costa Rican firm named Martinez as maker. 
Banco endorsed the checks, guaranteed prior endorsements and 
forwarded them for collection to its agent, Manufacturers Trust 
Company, in New York. The checks were drawn on the Grace 
National Bank in which the Martinez firm had an account. 
Manufacturers guaranteed prior endorsements, collected the 
checks from Grace and credited Banco with the proceeds. When 
the fraud was discovered, Grace reimbursed Martinez and its 
surety brought suit against both Manufacturers and Banco. 
The decision, however, involved only the dispute between 
Grace’s surety and Manufacturers. 

The court ruled in favor of Manufacturers, basing its de- 
cision upon the abovementioned principle set forth in the 
ancient case of Price v. Neal. But important to its decision 
was a thorough consideration of whether or not any equities in 
the case required a decision in favor of the drawee. In this 
respect it concluded that the equities were even regarding the 
issue of good conscience since neither bank had any knowledge 
of the fraud and that there was no lack of diligence on the part 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 552. 
139 








140 THE BANKING LAW JOURNAL 


of Manufacturers since its guarantee of prior endorsements 
was directed to the payee’s endorsement, not to the maker’s 
signature. In effect the court ruled that the drawee must 
bear the loss as between it and the collecting bank because the 
drawee is bound to know the signature of its own depositor. 
American Surety Company v. Manufacturers Trust Company, 
Supreme Court of New York, 154 N.Y. Supp.2d 260. Part 
of the court’s opinion is as follows: 


MATTHEW M. LEVY, J.—On or about March 4, 1953, a depositor 
under the name of “Guillermo Padilla G.” (the letter “G” being the 
common Central American designation for the name Gonzalez), opened 
a checking account in an office of the defendant Banco Commercial 
Mexicano, S.A., in Mexico City and deposited two checks—one in the 
amount of $5,000, the other in the amount of $10,500. The checks 
appeared to be drawn to the order of Guillermo Padilla G. by the Costa 
Rican banking firm of Martinez Hnos., Ltd., on its depository, Grace 
National Bank in New York City. The checks bore the stamped en- 
dorsement “Guillermo Padilla Gonzalez, Importaciones Y Exportaciones, 
Mexico: D.F.” and underneath signed “Gmo. Padilla G”. Each of 
these checks was then endorsed by Banco for collection, under which 
it guaranteed the previous endorsements, and which also contained a 
notice that “The banks shall abstain from paying it in cash”. Banco 
forwarded the checks to its agent, Manufacturers Trust Company in 
New York City for collection. Manufacturers, also guaranteeing the 
previous endorsements, on March 6, 1953, presented the checks to 
Grace, the drawee bank, for payment. On March 9, 1953, Grace paid 
the same to Manufacturers, which immediately credited the proceeds 
to the account of Banco. On March 11, 1953, Manufacturers received a 
cable from Banco, inquiring whether Grace had paid the checks, to 
which Manufacturers responded by cable on the same day that there 
had been payment—thus effectuating an irrevocable credit by Manu- 
facturers in the sum of $15,500 in favor of Banco, as if the proceeds of 
the checks had been directly remitted from Manufacturers to Banco. 
Subsequently, Banco paid its depositor, “Guillermo Padilla Gonzalez.” 


The checks in fact were not issued by Martinez. They were printed 
and numbered identically with those used by that firm, but the signa- 
tures of the drawer had been forged. Also, the instruments named a 
wholly fictitious payee. All of the banks acted in good faith, and 
without knowledge of the facts. The law of Mexico required Banco 
to investigate and to verify the identity of its depositor when Banco 
credited the account opened by the payee with the amounts of the 
checks. Manufacturers denies—on information and belief only—that 
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Banco failed to make the required investigation; but no direct proof has 
been presented, one way or the other, on this. When Grace ascertained 
from its depositor, Martinez, that the checks were forgeries as to the 
maker and fictitious as to the payee, Grace refunded the $15,500 to its 
depositor, Martinez, and demanded repayment of said amount from 
Manufacturers and Banco. Under a bond indemnifying Grace, the 
American Surety Company is the subrogee of Grace by virtue of 
American’s payment to Grace of the loss suffered by Grace. 


The action is brought by American against Manufacturers and Banco 
to recover the sum of $15,500 with interest. The plaintiff alleges that it 
is unable to determine whether both of the defendants are liable to the 
plaintiff, and—if only one of them is so liable—the plaintiff is unable 
to determine which one; accordingly, in its complaint, the plaintiff asks 
the court to take all of the evidence in the case and determine the 
liability of the parties to the plaintiff, Civil Practice Act, § 212(2), 
formerly § 213. The answer of Manufacturers contains a cross-claim 
against Banco, Civil Practice Act, § 264. Manufacturers has applied for 
summary judgment against the plaintiff, asking that the complaint be 
dismissed, Rule 113, Rules of Civil Practice. The plaintiff cross-moved 
for summary judgment in its favor against Manufacturers and for a 
severance of the action as to Banco. After the making of the motion 
by Manufacturers, Banco voluntarily appeared in the action, and after 
the argument, Banco served its answer to the complaint; but Manu- 
facturers has not yet served upon Banco a copy of the pleading contain- 
ing Manufacturers’ cross-claim against Banco. 


* 7 o 


We start from the rule in the field of commercial law—established 
nearly two centuries ago in Price v. Neal, 3 Burrows 1354, 1857—that 
“it was incumbent upon the plaintiff to be satisfied that the bill drawn 
upon him ‘was the drawer’s hand’, before he accepted or paid it: but it 
was not incumbent upon the defendant, to inquire into it.” (Emphasis 
in original.) Expressed in another way, the rule is that “if the drawee of 
a bill of exchange to which the drawer’s name has been forged accepts or 
pays the same, he can neither repudiate the acceptance nor recover the 
money paid, since he is bound to know the drawer’s signature”. Trust 
Co. of America v. Hamilton Bank of New York City, 127 App. Div. 515, 
517, 112 N.Y.S. 84, 85; National Park Bank v. Ninth National Bank, 46 
N.Y. 77,80. But I recognize that the rule may not be without its excep- 
tions—for there are adjudicated situations where drawee banks were 
nevertheless held entitled to recover back the payments made, City of 
New York v. Bronx County Trust Co., 234 App.Div. 244, 254 N.YS. 
741, affirmed 261 N.Y. 64, 184 N.E. 495; Fallick v. Amalgamated Bank 
of New York, 232 App.Div. 127, 249 N.Y.S. 238; Hartford Accident & 
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Indemnity Co. v. First National Bank, 256 App.Div. 30, 9 N.Y.S.2d 590, 
reversed on other grounds, 281 N.Y. 162, 22 N.E.2d 324, 123 A.L.R. 1149; 
Cairo Banking Co. v. West, 187 Ga. 666, 2 S.E.2d 91, 121, A.L.R. 1048; 
First National Bank of Winnsboro v. First National Bank of Quitman, 
Tex.Com.App., 299 S.W. 856; Johnston v. Schnabaum, 86 Ark. 82, 109 
S.W. 1163, 17 L.R.A.,N.S., 838; Farmers National Bank of Augusta v. 
Farmers’ and Traders’ Bank, 159 Ky. 141, 166 S.W. 986, L.R.A.1915A, 
77; Ford & Co. v. People’s Bank of Orangeburg, 74 S.C. 180, 54 S.E. 204, 
10 L.R.A.,NS., 63; cf. Bergstrom v. Ritz-Carlton Restaurant & Hotel 
Co., 171 App.Div. 776, 157 N.Y.S. 959; Trust Company of America v. 
Hamilton Bank of New York City, supra, 127 App.Div. 515, 517, 112 
N.Y.S. 84, 85. 


As I read these cases and others like them, I gather that the view of 
these courts is that the rule laid down by Lord Mansfield in Price v. 
Neal is not absolute or inexorable in every set of circumstances, and 
that the true basis for the doctrine is the principle of weighing the 
equities between the parties. For example, it is said that “In order to 
recover plaintiff [drawee bank] must show that the defendant [collect- 
ing bank] cannot retain the money with good conscience .... The 
equities of the drawee who has paid are not superior to those of the 
innocent collecting bank who had full right to act upon the assumption 
that the former knew the drawer’s signature or at least took the risk 
of a mistake concerning it”. United States v. Chase National Bank, 
252 U.S. 485, 495-496, 40 S.Ct. 361, 363, 64 L.Ed. 675. What is or what 
is not good conscience, what is or what is not to be the result of the 
balancing of the equities, in any particular case depends upon the facts 
in that case. 


Affirmative knowledge of infirmity would, of course, have a direct 
bearing on the issue of good conscience. There is no intimation that 
either Grace or Manufacturers had knowledge of the facts at the time 
of their contacts with the instruments here involved. Lack of reason- 
able care in the circumstances is another factor which may tip the scales 
in a balancing of the equities. On that score, it is obvious—at least to 
me—that, as between Grace and Manufacturers, the equities are in 
favor of Manufacturers. Iteration of the basic facts will, I think, 
demonstrate this quite readily: Martinez of Costa Rica is a depositor 
in and has an account with the Grace bank in New York; A forges 
Martinez’s name as maker to a check drawn on Grace, and made payable 
to X, a fictitious person. An account in the name of X is opened by A, 
posing as X, with the Banco bank in Mexico; the check is endorsed in 
the name of X, and it is deposited in X’s account with Banco. Banco 
guarantee’s A’s endorsement, and sends the check to the Manufacturers 
bank, its correspondent in New York, for collection. In the usual 
course of trade, Manufacturers guarantees the prior endorsements, and 
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sends the check to Grace for payment. Grace makes payment. It would 
not be expected by Grace that Manufacturers would have knowledge 
of the verity of the signature of the maker or of the first endorser on 
the check; nor would it be expected that Grace would have knowledge 
of the verity of the payee’s endorsement. But Grace would reasonably 
be expected to know before it paid out the money to Manufacturers, and 
enabled Manufacturers to pay out the proceeds to Banco, whether or not 
the maker’s (its own depositor’s) signature on the check was or was not 
genuine. When Manufacturers guaranteed the prior endorsements, it 
had the right to rely upon Banco’s guarantee of the payee’s endorse- 
ment. I see no lack of diligence on Manufacturers’ part in what it did. 
The guarantee by Manufacturers was directed to the payee’s endorse- 
ment, not to the maker’s signature. And while it may be that Grace had 
the right to rely upon Manufacturers’ guarantee of the payee’s endorse- 
ment, Grace could—as between it and Manufacturers—rely only upon 
its own resources as to the genuineness of the signature of the maker. 
That being so, Grace could not be held to have been lulled into a sense 
of security with respect to the genuineness of the signature of the drawer 
—Grace’s depositor. It was Grace who had the last chance to avoid the 
consummation of the fraud. When Grace did not verify the signature of 
the maker—its own depositor—before paying Manufacturers and before 
Manufacturers made payment in turn to Banco—it was clearly negligent 


in the premises. 


Thus, it is my holding that good conscience dictates that the loss as 
between Grace and Manufacturers must be borne by Grace and not 
Manufacturers—and that no issue of fact needs resolution for that 
determination to be made. What the result may be in seeking to balance 
the equities as between Grace and Banco need not now be determined— 
for Banco is not a party to these motions. This much must be said: 
Banco’s alleged non-compliance with the requirements of law—Mexican 
(specifically) and business (generally) —in not investigating the identity 
of the payee-endorser-depositor when the account was opened with 
Banco—would have a bearing on the claim of Grace against Banco, or on 
the cross-claim of Manufacturers against Banco, but any omission or 
neglect by Banco in that respect cannot (in the circumstances disclosed 
by the record before me) be imputed or charged to Manufacturers. 


The motion made by the defendant Manufacturers for summary 
judgment dismissing the complaint against it is granted. The cross- 
motion for summary judgment by plaintiff, as the subrogee of Grace, 
against the defendant Manufacturers is denied. The action is severed 
as against the defendant Banco. Settle one order on both motions. 
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Bank Money Order Held Materially 
Different From Certified Check in 
Election Case 


The Supreme Court of Ohio has ruled that a bank money 
order or cashier’s check differ so greatly from a certified check 
that at least in circumstances involving a strict interpretation 
of the state’s election laws the former may not be substituted 
for the latter. ‘The issue arose when the defeated candidate 
for Mayor of Canton, Ohio sought a recount after the 1955 
election. A state statute required that an application for re- 
count be accompanied by a deposit with the board of elections 
of “‘ten dollars in currency or certified check for each precinct.” 
Instead of depositing either cash or a certified check, the can- 
didate deposited with the board a bank money order for $1390. 
Three days later he had the bank issuing the money order 
certify to the board of elections by letter that the candidate 
had deposited $1890 with the bank and that this amount would 
be paid when the money order was properly presented. 

The board refused to grant the recount and the candidate 
brought a writ of mandamus to compel them to take such action. 
The court ruled that there must be a strict compliance with the 
election laws in a case such as this and that the substitution 
of a money order and certifying letter from the issuing bank 
for a certified check did not constitute strict compliance. It 
reasoned that the two instruments were materially different in 
that a certified check permits the payee to rely on the credit of 
the maker as well as the credit of the certifying bank whereas 
a money order gives the payee only the ability to recover from 
the bank. State ew rel. Babcock v. Perkins et al., Supreme 
Court of Ohio, 184 N.E.2d 839. The opinion of the court is 
as follows: 


Syllabus by the Court 


1. Section 3515.03, Revised Code, expressly provides that a candi- 
date defeated at an election who applies to the board of elections for 
a recount of the votes cast shall deposit with the board ten dollars in 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 277. 
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currency or a certified check for each precinct in which a recount is 
desired. 


2. A certified check and a bank money order are instruments which 
differ in material respects, and, where a defeated candidate applying 
for a recount deposits with the board of elections a bank money order 
instead of a certified check, he may not successfully prosecute an action 
in mandamus to compel the board to accept the money order and proceed 
with the recount. 


3. Where an appeal on questions of law is taken to the Supreme 
Court from the Court of Appeals, which latter court had jurisdiction of 
the subject matter of and the parties to the action, the Supreme Court 
will not consider or determine claimed errors which were not raised and 
preserved in the Court of Appeals. 

The action now under scrutiny by this court is one in mandamus 
brought originally in the Court of Appeals for Stark County by Charles 
L. Babcock to require the members of the Board of Elections of Stark 
County to order and conduct a recount of the votes cast in the election 
for the office of Mayor of the City of Canton on November 8, 1955. An 
alternative writ of mandamus was issued bearing the signatures of the 
three judges of the Court of Appeals. Later, a demurrer to the petition 
was sustained, an application for leave to amend the petition was 
denied, and final judgment was entered for the respondents. 

An appeal as of right brings the cause here for review and final deter- 
mination. 

The petition with its several attached and incorporated exhibits 
discloses the following: 

At the general election on November 8, 1955, realtor was a candidate 
for election to the office of Mayor of the City of Canton. 

On November 17, 1955, the respondents as members of the board of 
elections declared the official results of such election, which showed the 
realtor to have been defeated. 

On November 19, 1955, realtor filed with the respondents a written 
application for a recount of the votes in such election for ali candidates 
for the office of mayor, listed the precincts where the recount was desired, 
and deposited with them an instrument in the following form: 


“Bank Money Order 
“Canton, Ohio, Nov. 18, 1955 


“Remitter Chas L. Babcock 

“Pay to the order of Stark County Board of Elections $1,390.00 
“Peoples Bank $1,390 and 00 cts dollars 

“The Peoples Bank 

“Canton, Ohio 
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“A. P. Strickertz, 
“Authorized signature” 


Shortly thereafter, realtor filed with respondents the following letter: 


“The Peoples Bank, Canton, Ohio November 21, 1955 
“The Stark County Board of Elections 
“Canton, Ohio: 
“Gentlemen: 

“This letter is to certify that on November 18, 1955, we issued a 
bank money order No. A 66173, in the amount of $1,390, the purchaser 
being Charles L. Babcock. We further certify that Mr. Babcock left on 
deposit with us cash in this amount and that the bank money order 
mentioned above will be paid by our bank on presentation when properly 
endorsed. 

“Very truly yours, 
“L. E. Decker 
“Assistant cashier” 


At first, respondents granted realtor’s application for a recount and 
so notified him in writing, but at a meeting held on November 25 they 
rescinded their previous action granting the recount, which precipitated 
this action. 


Louis H. Khourey, Canton, for appellant. 
John Rossetti, Prosecuting Attorney, Canton, for appellees. 
ZIMMERMAN, J.—County boards of elections are of statutory 


creation, and the members thereof in the performance of their duties 
must comply with applicable statutory requirements. 

In Section 2731.01, Revised Code, mandamus is defined as “a writ, 
issued in the name of the state to an inferior tribunal, a corporation, 
board, or person, commanding the performance of an act which the law 
specially enjoins as a duty resulting from an office, trust, or station.” 

So, the ultimate question for decision here is whether respondents, 
composing the board of elections, failed to perform an act specially 
enjoined by law. 

Section 3515.03, Revised Code, provides in part: 


“Each application for recount shall separately list each precinct as to 
which a recount of the votes therein is requested, and the person filing an 
application shall at the same time deposit with the board of elections ten 
dollars in currency or certified check for each precinct so listed in such 
application as security for the payment of charges for making the 
recount therein applied for, which charges shall be fixed by the board as 
provided in section 3515.07 of the Revised Code.” 

It will be noted that such section expressly requires the deposit of 
cash or, in the alternative, a certified check. 
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Realtor chose to tender a “bank money order.” A bank money order, 
which is equivalent to a cashier’s check, and a certified check are not 
identical. The former is an instrument issued by an authorized officer 
of a bank and directed to another, evidencing the fact that the payee 
may demand and receive upon endorsement and presentation to the 
bank the amount stated on the face of the instrument. Such an instru- 
ment is paid from the bank’s funds, and liability for payment rests 
solely on the issuing bank. 

On the other hand, a certified check is an ordinary bill of exchange 
drawn on a bank by a depositor and recognized and accepted by a proper 
officer of the bank as an appropriation of the amount specified there- 
in to the named payee. It may also be described as a check drawn by 
a depositor on funds to his credit in a bank and which a proper officer of 
the bank certifies in writing on the check will be honored when duly pre- 
sented for payment. However, such certification does not relieve the 
drawer of the check from personal liability thereon. 

A case directly in point in principle is that of Beecher v. Morse, 286 
Mich. 513, 516, 282 N.W. 226, 227, where the court stated in the course 
of its opinion: 

“In order that plaintiff comply with the terms of the option, it was 
necessary that he tender the agreed amount either in cash or by certified 
check prior to the expiration of the time specified. He did neither, but 
instead thereof, tendered a cashier’s check. As exact compliance with 
the terms of the option agreement was necessary, plaintiff cannot prevail 
unless we are to hold that a cashier’s check and a certified check are 
identical. This, of course, cannot be held in the face of obvious distinc- 
tions. For a definition of a certified check, see 9 C.J.S., Banks and 
Banking, § 371 [p. 788]. As to cashier’s checks, see 10 C.J.S., Bills and 
Notes, § 5 [p. 409] [and cited cases]. 

“By tendering the cashier’s check drawn upon The Detroit Bank, 
plaintiff was offering an instrument upon which the issuing bank alone 
was liable. The agreement called for and contemplated a check drawn 
by plaintiff and certified at his request, which would have given defen- 
dant the advantage of being able to rely upon the primary liability of 
the certifying bank as well as the liability of the maker of the check, 
who would not be discharged by a certification obtained at his request . . . 

“The distinction is important, and in view thereof we must hold 
that plaintiff’s tender was insufficient. 

“The result reached is not effected by reason of the fact that The 
Detroit Bank was a going concern at the time the cashier’s check was 
issued and tendered, and continued, as the record shows, to conduct 
business thereafter.” 

This court has said that the requirements of the state election 
statutes are mandatory and must be strictly complied with. Williams v. 
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O’Neill, 142 Ohio St. 467, 472, 52 N.E.2d 858, 861, and Pierce v. Brushart, 
153 Ohio St. 372, 378, 92 N.E.2d 4,7. It has also said that the determina- 
tion of a board of elections is reviewable by a court “if procured by 
fraud or corruption, or where there has been a flagrant misinterpretation 
of a statute, or a clear disregard of legal provisions applicable thereto.” 
Sullivan v. State ex rel. O'Connor, 125 Ohio St. 387, 392, 181 N.E. 805, 
806. See, also, State ex rel. Lemert v. Board of Elections of Muskingum 
County, 149 Ohio St. 211, 78 N.E.2d 368. 


What the judges of the Court of Appeals for Stark County or the 
members of this court acting as the Board of Elections of Stark County 
might have done by way of accepting and cashing realtor’s “bank money 
order” and proceeding with the recount is beside the point. The re- 
spondents decided on a strict and liberal interpretation of Section 3515.03, 
Revised Code. As we have hereinbefore pointed out, a certified check 
and a bank money order are different kinds of instruments, and re- 
spondents may hardly be subjected to a writ of mandamus for following 
the precise requirements of the statute. It is to be remembered that 
mandamus is an extraordinary legal remedy, and that the realtor must 
show a clear legal right to the relief sought as a condition precedent to 
the issuance of the writ. 


Counsel for respondents, relying on Section 2731.09, Revised Code, 
asserts in this court that, since the alternative writ of mandamus was 
signed by all three members of the Court of Appeals, a demurrer to 
the petition was unauthorized and improper and such court lacked 
jurisdiction to entertain and decide the same. However, counsel for 
respondents represents, without contradiction, that the original counsel 
for relator acquiesced in the filing of the demurrer as an expeditious 
measure, and that the impropriety of the demurrer was neither raised in 
nor considered by the Court of Appeals. That court had jurisdiction 
of the subject matter and the parties, and in such circumstances this 
court has repeatedly and consistently held that in an appeal on questions 
of law it will not consider and determine claimed errors which were 
not raised and preserved in the court from which the appeal is properly 
taken. 3 Ohio Jurisprudence (2d), 38, 462, Sections 185, 550; 4 Ohio 
Jurisprudence (2d), 534, Section 1178. And a violation of Section 
2731.09, Revised Code, constitutes a breach of a procedural statute only. 


No reversible error in the judgment of the Court of Appeals being 
apparent, such judgment is affirmed. 


Judgment affirmed. 


* WEYGANDT, C. J., and MATTHIAS, HART, STEWART and 
BELL, JJ., concur. 


TAFT, J., dissents. 





Federal Income Taxation of 
Banks — Gross Income 


Nowhere does the Internal Revenue Code contain a specific 
and limiting definition of the term “gross income”. Instead, 
Congress has been content merely to provide that “gross in- 
come” includes “gains, profits and income” from various desig- 
nated sources or “from whatever source derived”.’ The Section 
then lists fifteen items which are specifically included in gross 
income,” some of which, such as alimony and separate main- 
tenance payments, of course, have no application to banks. 
The enumerated items with which banks are concerned mainly 
are “(1) Compensation for services, including fees, commis- 
sions, and similar items; (2) Gross income derived from busi- 
ness; (8) Gains from dealings in property; (4) Interest; (5) 
Rents; (7) Dividends; Income from discharge of indebted- 


> 


ness....” ‘The foregoing are illustrative only.* 


In determining what is gross income then, various items of 
receipts must be looked at on a case to case basis. It is now 
clear that the restrictive definition set forth in Hisner v. Ma- 
comber is no longer the law.* 


However broad the statutory definition of “gross income” 
on an inclusive basis, it is still clear that gross income is not 
synonymous with gross receipts. Certain items, either by 
specific statutory enactment or judicial or constitutional limita- 
tions are clearly excluded from gross income. A discussion of 
these items will be contained in a subsequent article. 


Realization of Income 


Closely allied to the question of what items are includible 
in gross income is the question of when they are includible— 


11L.R.C. Sec. 61 (a). 


2See generally, Rapp, Some Recent Developments in the Concept of Taxable Income, 
11 Tax. L. Rev. $329 (1956). 


3 See generally, Rapp, Some Recent Developments in the Concept of Tazable Income, 
11 Tax. L. Rev. 329 (1956). 


4 Income is not limited to “the gain derived from capital, from labor, or from both com- 
bined”. Commissioner v. Glenshaw Glass Co., 348 US. 426 (1955); Commissioner v. 
William Goldman Theatres, Inc., 348 U.S. 434 (1955). 
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that is when does realization of income take place. One of 
the ways that the concept “of realization” has been expressed 
is by use of the so-called “severance test” as set forth in the 
case of Eisner v. Macomber referred to above.’ In that case 
stock dividends were held not to be includible in gross income 
because there was no separation or severance of the dividend 
from the underlying investment. After the receipt of the divid- 
end the stockholder had the same proportion of interest in the 
corporation’s assets as he had before and in reality was no richer 
after the declaration of the stock dividend.® The principal is also 
well settled that a mere increase in value of property, such as 
securities, held by a bank, is not income until and unless this in- 
crease is realized by sale, exchange or other taxable disposition 
of the property.’ 


Constructive Receipt 


For banking institutions on a cash basis of accounting, 
realization of income does not mean that cash or property must 
actually have been received by the bank. Under the doctrine 
of constructive receipt, a cash basis taxpayer must include in 
gross income amounts which he has not actually received but 
which he has an unconditional right to receive. For example, 
where interest is credited on an inter-bank account, such in- 
terest is taxable to the depositor bank even though the latter 
is on a cash basis and has not actually received the interest. 
Former regulations illustrate the rule as follows: 


“If interest coupons have matured and are payable, but have 
not been cashed, such interest, though not collected when due and 
payable, shall be included in gross income for the year during 
which the coupons mature, unless it can be shown that there are 
no funds available for payment of the interest during such year. 
The interest shall be included in gross income even though the cou- 
pons are exchanged for other property instead of eventually being 
cashed. The amount of defaulted coupons is income for the year 
in which paid. Dividends on corporate stock are subject to tax 
when unqualifiedly made subject to the demand of the shareholder. 
If a dividend is declared payable on December 31 and the corpora- 


5 Eisner v. Macomber, 252 US. 189 (1920). 
6 Compare 1954 I.R.C. Section 305 excluding all stock dividends from gross income. 
7 Regs. 118 Sec. $9.41-2. 
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tion intended to and did follow its practice of paying the dividends 
by checks mailed so that the shareholders would not receive 
them until January of the following year, such dividends are not 
considered to have been unqualifiedly made subject to the demand 
of the shareholders prior to January, when the checks were actually 
received. . . . Interest credited on savings bank deposits, even 
though the bank nominally has a rule, seldom or never enforced, 
that it may require so many days’ notice before withdrawals are 
permitted, is income to the depositor when credited. An amount 
credited to shareholders of a building and loan association, when 
such credit passes without restriction to the shareholder, has a 
taxable status as income for the year of the credit. If the amount 
of such accumulations does not become available to the shareholder 
until the maturity of a share, the amount of any share in excess 
of the aggregate amount paid in by the shareholder is income 
for the year of the maturity of the share.” 


Equivalent of Cash 


On the other hand, the realization of income by the bank 
may be either in money or the receipt of an economic benefit 
so substantial that it is treated as the equivalent of cash. <Ac- 
cordingly, where a bank distributed to its stockholders certain 
doubtful notes as a dividend in kind, subsequent collections of 
the notes by the stockholders nevertheless represented the re- 
ceipt of income by the bank, which was treated merely as having 
made an anticipatory assignment of income. The debts had been 
charged off with tax benefit in a previous year, and recovery 
would unquestionably have constituted taxable income had the 
bank retained the notes.® 


Similarly, income of a reorganized bank is taxable to it al- 
though such income is required to be turned over to the trustees 
for the purpose of paying depositors.° However, income re- 
alized by a bank merely as a passive trustee is not deemed to 
be realized,’ nor are funds deposited in escrow pending the 
resolution of a bona fide dispute as to the person to whom they 
ultimately should be paid deemed to be realized until the fund 


8 Commissioner v. First State Bank of Stratford, 168 F.2d 1004 (5th Cir. 1948). This 
is one of the classic “assignment of income” cases. 

91.T. 2895, XIV-1 CB. 140. 

10 Meeker v. Durey, 92 F.2d 607 (2nd Cir. 1937). 
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is actually distribu 

Likewise, where a bank receives funds that are either im- 
pressed with a trust, or subject to a clear understanding that 
it will use these funds for the benefit of others as agent or 
otherwise, such amounts are not realized by the bank as taxable 
income.” 


Among the items of income specifically enumerated in Sec- 
tion 61 of the Code, a few of those particularly pertaining to 
banks will be discussed in the order that they appear in the 
statute. 


Compensation 


Although a bank, strictly speaking, never renders “personal 
services” in the same manner as an individual, banks frequent- 
ly become entitled to executor’s or trustee’s commissions on 
their trust business. For a bank on the cash basis of account- 
ing, such compensation becomes taxable income when it is paid 
to the trustee. Where under state law and probate practice 
a court does not set the amount of commissions unless some 
party in interest excepts to the amount claimed by the fiduciary, 
commissions received in advance of an allowance by the court 
are income to the fiduciary in the year of receipt.”* 


Interest 


Interest has been defined as “compensation allowed by law 


or fixed by the parties for use, forbearance or detention of 


money ’”.’* 


Interest income includes interest on savings or other bank 
deposits; interest on coupon bonds; interest on open account, 
a promissory note, mortgage or a corporate bond or debenture; 
the interest portion of a condemnation award and interest on 
refunds of federal taxes.” 


11 Sarah R. Preston, 35 B.T.A. $12 (1936) (acq.) 

12 As in the case of a joint institutional advertising arrangement by a number of — 
with one of their number acting as agent for remitting to the advertising agency. 
Seven Up Corporation, 14 T.C. 965 (1950) (acq.) with Krim-Ko Corp., 16 T.C. 31 Sema 
(agency not proved). 

13 G.C.M. 20296, 1988-2, C.B. 198. 

14 Fall River Electric Light Co., 23 B.T.A. 168 (19381). 


15 Regs. (proposed) Sec. 1.61-7 (a). 
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Where a cash basis bank advances only $94 on a note of 
$100, it has been ruled that the discount should be reported as 
income ratably over the period covered by the note, i.e. each 
monthly payment of $10 was to be considered as consisting of 
$9.40 in principal and realized discount of $ .60."° However, 
where a small loan company computed its income on a cash 
basis, and each note specifically stated that payments should be 
applied first to principal, the taxpayer did not have to report 
a pro rata portion of each installment payment on the note as 
interest, but could first recover his principal. Until the loan is 
paid or rediscounted, said the Court, the taxpayer has earned 
no profits, but has simply parted with its funds on the faith 
of this security.” 


A bank on the accrual basis should report the discount as 
it is earned over the period of the loan.** The Internal Revenue 
Service apparently attempts to make a distinction between 
discount deducted from a loan and a commission charged by a 
bank for making a loan. To a bank on a cash basis, however, 
the commission is not earned until the loan is actually repaid 
or the note is sold.” 


Mutual savings banks which carry large numbers of in- 
terest bearing installment mortgages purchased at discounts 
may elect to report such purchase discounts on a composite 
basis providing income is clearly reflected thereby and all of 
its income from such mortgage transactions is eventually re- 
ported for tax purposes.” 


Collection Doubtful 


A cash basis bank, of course, only reports interest when it 
is actually collected. Even for banks on the accrual basis as 
to income, no interest need be reported on a loan where collec- 
tion of interest and principal is doubtful—such as where the 
debtor is in receivership.” 


16].T. 2526, IX-1 C.B. 123. 

17 Ishmael S. O'Dell, 26 T.C. No. 74 (1956). 

18 Chatham & Phenix National Bank, 1 B.T.A. 460 (1925) (atq.). 

19 Blair v. First Trust and Savings Bank of Miami, 39 F.2d 462 (5th Cir. 1931). 
20 Rev. Rul. 54-367, 1954-2 C.B. 109. 


21 Corn Exchange Bank v. United States, 37 F.2d 34, (2nd Cir. 1930); Atlantic Coast 
Line Ry. Co. 31 B.T.A. 730 (1934) (acq.) aff'd 81 F.2d 309 (4th Cir. 1935). 








154 THE BANKING LAW JOURNAL 


Interest on Bonds Sold Between Interest Dates 


Where a bond is sold between interest dates, interest is 
normally allocated between the seller and the buyer. The 
seller reports the interest received from the buyer to the date 
of closing as ordinary income. When the buyer receives in- 
terest at the next payment date from the corporation, it may 
exclude from income as a return of capital the interest accrued 
during the period prior to which it held the bond. This in- 
terest adjustment has no effect on the cost of the bond. It is 
a purchase of accrued interest.” 


Bonds in Default Purchased “Flat” 


Where bonds which are in default as to interest are pur- 
chased “flat”; that is, the price of the bond covers not only the 
principal amount thereof but all accrued and unpaid interest, 
a special rule prevails. Any interest which is in arrears at the 
date of purchase is not taxable as interest if subsequently paid. 
Such payments are returns of capital which reduce the remain- 
ing cost basis. Interest which accrues after the date of pur- 
chase, however, is taxable interest for the year in which re- 
ceived or accrued (depending upon the method of accounting 
used by the taxpayer.) ** 


To the extent that such payments on bonds purchased 
“flat” exceed the cost basis thereof, there is a conflict of au- 
thority, but it is believed that the position may be taken by the 
taxpayer that such payments in excess of basis are properly 
treated as capital gain as amounts received upon retirement 
of the notes rather than as interest income.” 


Short term commercial paper, as well as bonds, debentures 
or more formal evidences of indebtedness issued at a discount 
give rise to ordinary income on such discount when the loan 
is sold or repaid at face value in the ratio that the number of 
complete months that the indebtedness was held by the taxpayer 
bears to the number of complete months from the date of ori- 
22 Regs. Sec. 1.61-7(d); Sol. Op. 46, 3 C.B. 90. cf. Fisher v. Commissioner, 209 F.2d 518 
(6th Cir. 1954). 

23 Regs. Sec. 1.61-7(c). 


a Sailer v. Campbell, 224 F.2d 641 (5th Cir. 1955). But see Rev. Rul. 55-438, 1955-2 
B. 515. 
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ginal issue to maturity.” 


Rent Received 


Gross income includes rentals received or accrued for the 
occupancy of the real property or the use of personal property. 
Not infrequently banks rent a portion of their building to out- 
side tenants. 

Where a bank receives advance rentals from its tenants, 
such rentals are fully taxable in the year of receipt, regardless 
of the period covered, whether or not the bank is on a cash or 
accrual method of accounting.” 

A deposit made by the tenant as security, however, is not 
taxable income if the deposit is not subject to the unrestricted 
control of the landlord but is in fact security.” Sometimes 
a tenant is willing to pay the bank for the privilege of cancelling 
its lease. Such a payment has been held to be essentially a 
substitute for rental and the entire amount is includible in the 
income of the bank in the year of receipt.” 

Section 109 of the Internal Revenue Code specifically pro- 
vides that where a tenant makes improvements on the real 
property of a lessor, the lessor does not realize any income on 
account of such improvement on the termination of the lease. 
Of course, however, where the property is ultimately sold a 
capital gain will be realized on the value of the improvements to 
the extent that they enhance the sale price of the building, as 
such improvements will not increase the lessor-bank’s basis for 
the property. The exclusion of Section 109 is not applicable 
where the improvements are made by the tenant as rent or in 
lieu of rent. 

When a bank, as mortgagee in possession, receives rents on 
property prior to foreclosure on the property where, as is the 
usual case, the rents received are deemed applicable to the re- 
duction of the mortgage debt, such rents are not taxable in- 
come to the bank.” 

25 LR.C. Sec. 1282 (a) (2) (A). 
26 Regs. Sec. 1.67-8(b). 
27 Clinton Hotel Realty Corp. v. Commissioner, 128 F.2d 968 (5th Cir. 1942). 


28 Hort v. Commissioner, $18 US. 28 (1941). 


29 Hadley Falls Trust Co. v. United States, 22 F Supp $46, vacated in part on another 
point 110 F.2d 887 (Ist Cir. 1940); Penn Athletic Club Building, 10 T.C. 919 (1948) 
aff'd 176 F.2d 939 (8rd Cir. 1949). 
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Dividends Received 


The tax treatment of dividends received is primarily of con- 
cern to trust companies and savings banks. In recognition of 
the fact that the domestic corporation distributing the dividends 
has itself paid a Federal income tax, and to reduce the impact 
of the double tax on the same income passing through the hands 
of the receiving corporation, banks, like other corporations, 
are allowed a deduction of 85% of dividends received. There is 
a limitation, however, that the deduction cannot be more than 
85% of the bank’s taxable income computed without regard to 
the dividends received.” The 85% of taxable income limitation 
does not apply for any taxable year in which there is a net 
operating loss.™ 


Where a dividend is received in property rather than in cash, 
the amount treated as a dividend to the receiving corporation 
is limited to the distributor’s cost basis for the property dis- 
tributed, rather than an amount measured by the fair market 
value as it would be in the case of an individual receiving 
dividends.” 


On the other hand, in case of such a property distribution, 
the deduction for dividends received cannot exceed 85% of 
the basis of the property received, unless the basis of the 
property is more than its value,® in which case the lower figure 


is used. 


One practical result of the dividends received deduction in 
the case of a bank or other corporation is that the usual individ- 
ual taxpayer’s orientation of turning dividend income into 
capital gain is reversed. A bank, like other corporations, pays 
taxes on long-term capital gains at an effective rate of 25%, 
while the effective rate of tax on dividends is 52% of 15% of 
the dividends received or 7.8%. 


30 T.R.C. Secs. 243(a), 246(b). Special rules are applicable to dividends received from 
certain taxable operating public utilities. 

31 T.R.C. Sec. 246(b) (2) This section creates a “notch”, making its application ap- 
parently capricious in certain instances. For an additional $100, or less, of deductions 
will create a net operating loss and thereby produce an additional dividends received 
deduction which would not otherwise be granted to the corporation. While the result 
may seem anomalous, apparently it was intended by Congress. See Mertens, Law of 
Federal Income Taxation, Code Commentary Sec. 246. 

32 T.R.C. Sec. 301(b) (1) (B). 

33 Sec. 243 (a); Regs. Sec. 1.243-1 (a). 
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Dividends on Federal Reserve Bank Stock 


Member banks of the Federal Reserve System are required 
to invest a certain part of their capital surplus in stock of Fed- 
eral Reserve Banks. Dividends received on Federal Reserve 
Banks stock are wholly exempt from tax only if the stock was 
issued prior to March 28, 1942. Dividends received after that 
date are taxable in full.** Similarly, dividends from Federal 
land banks, Federal home loan banks, and National farm-loan 
associations, are exempt from tax with respect to stock issued 
prior to March 28, 1942. Gain on the sale or other taxable 
disposition of the foregoing obligations is taxable irrespective 
of when the securities were issued.** Dividends from Central 
Bank for Cooperatives, Production Credit Corporations, Pro- 
duction Credit Associations, and Banks for Cooperatives, are 
fully taxable, also regardless of when the stock was issued. 


The 85% deduction allowed for dividends received applies 
only to dividends received from taxable domestic corporations. 
Accordingly, since most of the foregoing are instrumentalities 
of the United States and therefore wholly exempt from income 
taxes, dividends received from these institutions are fully tax- 
able to a bank and no 85% deduction is allowable. On the other 
hand, dividends paid on the stock of the Federal National 
Mortgage Association are eligible for the dividends received 
deduction®™ since the latter organization is to a limited extent 
subject to Federal income taxation. 


Under certain circumstances a banking institution may re- 
ceive dividends from savings and loan associations or mutual 
savings banks. Such dividends paid to depositors are really 
in the nature of interest and are not to be treated as a dividend 
for the purpose of the dividend-received deduction. Therefore 
the 85% dividend deduction is not allowable.” Conversely a 


34 Public Debt Act 1942; Reg. 118 Sec. 39.22(b) (4)-2. A member bank of the Federal 
Reserve System may not hold more than one stock certificate evidencing its Federal 
Reserve Bank stockholdings. Thus a single certificate will frequently represent shares 
acquired prior to, as well as after, March 28, 1942. (See I.R.C. Sec. 108) Banks should 
preserve careful records in this regard. I.T. $592, 1942 C.B. 74. | 

35 United States v. Stewart, 311 U.S. 60 (1940). 


36 Treasury letter ruling to J. S. Baughman, President, Federal National Mortgage Asso- 
ciation, dated April 20, 1956. 


37 L.R.C. Sec. 243(b) (1); Revenue Ruling 104, 1953-1 C.B. 68. 
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savings and loan association or mutual savings bank or other 
savings bank may receive dividends from a commercial bank, 
with respect to its ownership of the stock in a commercial bank. 
Ownership of commercial banks by mutual savings banks is 
prevalent in several states, particularly in New England.” 
Dividends received from such commercial banks are taxable to 
the parent bank. However, the 85% dividend deduction is 
allowable to the parent bank since the income of the subsidiary 
bank is fully taxable for federal income tax purposes. 


Time for Reporting Dividends 


A bank reporting its income on a cash basis will report 
dividends as taxable income in the year the payment of the 
dividend is received.” A bank reporting on an accrual basis 
for tax purposes likewise does not report dividends as income 
until received,“ even though the so-called record date for the 
dividend is in a year preceding the year of receipt of the divid- 
end.” 


Unclaimed Deposits 


As noted above, the scope of Sec. 61 of the Code defining 
“gross income” is not limited to the type of income therein 
enumerated. For example, under the broad scope of the de- 
tinition of “income” it has been held that where a bank acquired 
the assets and assumed the liabilities of another bank and trans- 
ferred from its deposit liabilities account to its undivided profits 
or surplus account unclaimed dormant deposits, after it had 
made fruitless attempts to locate the depositors, the amounts 
transferred were additional income to the bank. The Tax 
Court stated that while book entries cannot convert into income 
that which is not income, the book entries in this case marked 
a point of time when it was reasonable to conclude as a practical 
matter that the unclaimed deposits would not in fact be paid 


38 It is to be noted that the Cleveland Society for Savings recently formed a new national 
bank with a capitalization of $5,000,000, with $40,000,000 in deposits. All of the capital 
stock of the new bank, which is known as the Society National Bank of Cleveland is 
owned by the Society for Savings. 

39 Avery v. Commissioner, 292 U.S. 210 (1984). This is true although the dividend check 
is placed in the mail in the previous year. 

40 Tar Products Corp. v. Commissioner, 130 F.2d 866 (3rd Cir. 1942). 

41 American Light & Traction Co., 8 T.C. 1048 (1943), aff'd. 156 F.2d 398 (7th Cir. 1946). 








TAXATION OF BANKS 159 


over to the depositor. The possibility that the bank might have 
to make a payment to the depositor or to the state on escheat 
proceedings in a later year might give the bank a right to a 
loss deduction in that year but does not prevent the inclusion 
of the unclaimed deposits in the income of the earlier year.” 


Penalties on Withdrawal of Loan Association Shareholder 


In certain cases, savings and building and loan associations 
make a practice of imposing a penalty or withdrawal fee re- 
tained by the association where a shareholder withdraws from 
the association prior to the maturity of his shares. It has been 
ruled* that the entire amount retained is includible in the gross 
income of the association for the year in which the right to re- 
tain such amount is exercised. This is true notwithstanding the 
fact that a portion of the amount retained is allocable to the 
dividends credited to the stockholders’ shares in prior years 
during which the savings or building and loan association was 
not subject to federal income taxation. 


42 Fidelity Philadelphia Trust Co., 23 T.C. 527 (1954). 
43 Rev. Rul. 55-177, 1955-1 C.B. 305. 
















CHECKS AND NOTES FOR 
BANK TAX MEN 


By Allan J. Parker of the New York Bar 


Monthly Report of New Developments and Comments 
Affecting the Income Taxation of Banks 


Although it does not appear that there will be a general 
revenue revision by Congress in 1957, some legislative action 
does seem likely with respect to the so-called Mills Committee 
Report on “unintended benefits and hardships” in the 1954 
Code. It has turned out that most of these recommendations 
had to do with unintended benefits rather than hardships. Those 
that are of particular interest to banks would include several 
dealing with the denial of amortization or interest deduction. 


Some banks with securities departments are classified as 
dealers in bonds, including tax-exempt bonds. Ordinarily where 
a tax-exempt bond is purchased at a premium, the premium 
must be amortized over the life of the bonds. The basis of the 
bond is thereby reduced but there is no amortization deduction. 
Otherwise, the taxpayer would have an ordinary or capital loss 
upon the sale or redemption of the bond which loss was at- 
tributable to tax-exempt interest income. Exceptions are now 
provided to this general rule for dealers in tax-exempt securi- 
ties with respect to bonds disposed of within thirty days of the 
date of purchase and bonds with a maturity or call-date more 
than five years after the time they were acquired. It is sug- 
gested that these 30-day and 5-year rules be removed with the 
result that dealers in tax-exempt bonds will be treated the same 
as other holders of tax-exempt bonds. 


Before 1954 taxable bonds selling at a premium offered 
taxpayers an opportunity to amortize such premium to the 
earliest call date of the bonds often thereby deducting the 
whole premium in one or two years from ordinary income. If, 
in fact, there was no substantial likelihood that the bonds would 
be called at par, the market value of the bonds would, other 
things being equal, remain constant. The basis would be re- 
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duced by the amount of the amortization deductions, but on the 
sale of the bonds the resulting gain would be capital gain at- 
tributable to an ordinary income deduction. The 1954 Code 
disallowed these deductions for rapid amortization to the ear- 
lier call date for bonds with a call date of less than three years 
from the date of issue of the bonds if such bonds were issued 
after January 22, 1951. Otherwise, however, the previous 
capital gains opportunity remained. It is now suggested that 
in all cases the premium on taxable bonds be required to be 
amortized over the period to maturity rather than to the earlier 
call date of the bond. The Treasury Department suggests 
making the new provision effective with respect to all future 
purchases of callable bonds regardless of when issued. 


It is also proposed to strengthen the provisions of I.R.C. 
Sec. 1282(b) dealing with discount bonds, requiring that the 
original discount on all bonds be reported as ordinary income 
in the year of sale or redemption whether redeemed at maturity 
or before maturity or at face value or something less than face 
value. This change would be made effective with respect to 
sales or redemption occuring after November 7th, 1956. 


The Treasury has also turned its attention to the problem 
of interest deductions for loans on annuities and life insurance 
policies. The purpose of the section denying a deduction for 
interest on indebtedness incurred or continued (directly or in- 
directly) to purchase a single premium life, endowment or an- 
nuity contract is to prevent a deduction of interest by the tax- 
payer, while, at the same time, essentially tax-free reserves are 
being built up for his benefit with the life insurance company 
under the policy. These reserves will eventually be paid to him 
or his beneficiaries as tax-exempt proceeds of insurance. It has 
been suggested to disallow such interest deduction on a policy 
which is not a single-premium policy whether the interest is 
borrowed from the insurance company or from a bank, if the 
policy was purchased in pursuance of a plan whereby it is con- 
templated that a substantial number of premiums will be paid 
for by means of borrowing. 


Another legislative item of interest to banks is the Jenkins- 
Keogh Bill, H.R.-10, a bill designed to give equivalent tax 
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advantages to voluntary pensions established by self-employed 
individuals as are now enjoyed by corporate employees. 

Briefly, the bill would establish a new deduction, within cer- 
tain rigid limitations, for amounts paid into a restricted retire- 
ment fund or to a life insurance company as premiums under 
a restrictive retirement policy. Restricted retirement fund 
means a trust or custodian account established with a bank 
under a retirement plan for self-employed individuals. 

Such a restricted retirement trust or custodian account 
would be exempt from taxation in a manner similar to a pension 
trust, and would be subject to the same provisions with respect 
to prohibited transactions. 

Although there can be no guarantee that this legislation 
will be enacted this year, eventually it would seem that the 
unjustifiable discrimination with respect to pension plans 
between the self-employed and corporate employees must lead 
to the enactment of this legislation or something similar. 

The bill is definitely worth keeping under observation as 
there is here a tremendous opportunity for new trust business 
for banks. 

A decision of interest to banks, although of perhaps limited 
application, is Guaranty Employers Association v. U. S., Pren- 
tice Hall Federal Tax Service 1957 Par. 72, 411. An association 
of employees of a title company was engaged in the business of 
making loans, purchasing property and investing in property 
and in particular real estate. All earnings after expenses and re- 
serves were paid to the members of the association. The asso- 
ciation claimed that it should be taxed as a mutual savings bank, 
with the result that under prior law Sec. 101(2) it was exempt 
from taxation. The court held, that a continuous course of 
conduct in buying and selling real estate, even though conserva- 
tively managed, was beyond the powers of a mutual savings 
bank, and hence the association was not tax exempt. 





COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kot, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 





Although it is not our 
practice to continue a sub- 
ject from one letter to 
another, a case of import- 
ance has occurred on the 
subject of the priority of 
liens, a matter commented on 
in connection with the 
Quaker City Uniform Company 
case in the December issue. 
There it was pointed out 
that a prominent attorney 
had questioned a court's 
ruling that claims for ad- 
ministration expenses and 
wages be given priority 
over the claim created by 
the lien of a chattel mort- 
gagee He did not object, 
however, to the court's 
giving priority over the 
chattel mortgage to a land=- 
lord who had a claim for rent 
against the bankrupt mort- 
gagor. This case, it will 
be remembered was decided by 
a federal court in Pennsyl- 
vania. 

In a New Jersey case, 
decided by a state court, 
however, a mortgagee did 
bring into contention the 
matter of a landlord's lien 
for rent. The mortgagee 


claimed that a lien for six 
months’ rent asserted by a 
landlord against the mort- 
gagor of machinery was in- 
valid because it was based 
on a New Jersey statute 
which was unconstitutional 
because it did not provide 
for notice of a landlord's 
lien after the mortgage was 
recorded. The statute reads, 
"A rentor shall be entitled 
to a lien on machinery and 
other chattels to the extent 
of the rentee'’s interest 
therein for the amount of 
unpaid rent, from the date 
the rent is unpaid. Such 
lien hereby created shall 
have priority and be para- 
mount to any title, lien, 
interest, mortgage, judg- 
ment or other encumbrance 
created or acquired after 
machinery or other chattels 
are placed in the premises. 
Such priority shall extend 
only to the amount of unpaid 
rent for not more than 6 
months." (Sec. 2A:44-166 
New Jersey Statutes.) 

The New Jersey court ruled 
against the mortgagee's 
contention and held that the 
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statute was constitutional. 
It reasoned that the mort- 
gagee was chargeable with 
notice that the statute was 
on the books and that since 
it did not seek to protect 
itself by requiring rent 
receipts, it could not now 
prevail over the landlord. 
Gibraltar Factors Corpora- 
tion v. Slapo, New Jersey 
Superior Court, Appellate 
Division, September 5, 
1956. 
* x * 


MALICIOUS PROSECUTION 


While we are referring 
back to matters treated in 
previous issues, reference 
Should be made to a resent 
case dealing with malicious 
prosecution, a matter 
touched on in the June 1956 
column. Inthe recent case, 
a mortgagee was sued for 
malicious prosecution in 
connection with false tes- 
timony against a husband in 
an earlier suit against the 
husband and his wife on a 
note and mortgage. Evi- 
dently in the earlier suit, 
which the mortgagee won by 
default, the mortgagee knew 
the testimony about the 
husband was false and that 
the husband's name did not 
even appear on the note. In 
the malicious prosecution 
suit by the husband against 
the mortgagee, the latter 
asserted the defense of 
probable cause, reasoning 
that the judgment against 
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the husband showed that the 
mortgagee had not been 
malicious in bringing the 
suit on the note. The court, 
in ruling against the mort- 
gagee, simply stated that 
the presumption in favor 
of the mortgagee arising 
from the existence of a 
judgment against the husband 
was overcome by evidence 
that the husband's name was 
not even on the note and that 
testimony against him was 
known by the mortgagee to be 
false. Mannisto v. Rainen 
Furniture Company, Kansas 
City, Missouri, City Court 
of Appeals, October 1, 
1956. 


* * * 


CONDITIONAL SALE-— 
RESALE 


An interesting deficiency 
case has been decided in New 
Hampshire where the state 
statutes vary somewhat from 
the regular provisions of 
the Uniform Conditional 
Sales Act. The seller under 
a conditional contract re- 
possessed goods from the 
buyer with the latter's con- 
sent and sold them for less 
than the balance due under 
the contract. Less than 
50% of the purchase price 
had been paid by the buyer 
at the time of repossession. 
The seller then brought suit 
against the buyer for the 
deficiency. The New Hamp- 
shire Supreme Court ruled 
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that the seller was entitled 
to the deficiency even 
though the resale had not 
been made within 30 days of 
the repossession. The court 
pointed out that under the 
New Hampshire version of the 
Act a seller had the right 
to recover any losses 
regardless of whether or not 
a resale was held in cases 
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where less than half of the 
purchase price was paid, 
provided no statutory re- 
Sale had been demanded by 
the purchaser and provided 
there had been no recission 
of the contract as permitted 
by the Act. Randall v. 
Pingree, New Hampshire Su- 
preme Court, October 3, 
1956. 


DETERMINATION REQUESTED BY BANK HOLDING 
COMPANY 


Transamerica Corporation, as a bank holding company, has 
requested the Board of Governors of the Federal Reserve System 
to make a determination that Occidental Life Insurance Company 
of California and its activities are of the kind described in Section 
4(c) (6) of the Bank Holding Company Act and Section 5(b) of 
the Board’s Regulation Y “so as to make it unnecessary for the 
prohibitions of section 4 of the act with respect to retention of 
shares in nonbanking organizations to apply in order to carry out 
the purposes of the act.” The Board has scheduled a hearing on 
this request which is to commence on March 4, 1957 at the Federal 


Reserve Bank of San Francisco. 


NATIONAL BANKS MAY PARTICIPATE IN GSA 
CONTRACT PROGRAM 


A release of the General Services Administration states that 
national banks may take part in the purchase contract program by 
which the General Services Administration is constructing federal 
buildings with private financing, without violating certain statutory 
limitations on the banks’ real estate and lending operations 
although the lending limit of ten percent of capital and surplus to 
any one borrower still applies. See General Services Administration 
Release No. 528, December 19, 1956. 











BANKING LEGISLATIVE 


TRENDS IN THE STATES 





A proposed so-called model bill for state regulation of credit life and 
accident and health insurance has been drawn up by the Consumer 
Credit Insurance Association. 


The group presented the proposal to a committee of the National 
Association of Insurance Commissioners at the latter’s mid-year meet- 
ing in Miami Beach and asked for suggestions and opinions before 
proceeding further with a final draft of detailed and specific language. 
It was explained that the measure contains the following principles: 


1. The amount of credit life insurance shall not exceed the amount 
of the contract of indebtedness in connection with which it is written, 
provided that where the indebtedness is repayable in substantially equal 
instalments, the amount of insurance shall not exceed the approximate 
scheduled unpaid balance of the indebtedness. 

2. The total indemnities provided under the terms of credit accident 
and health coverage shall not exceed the amount of the initial indebted- 
ness, 

8. The term of such coverages shall be limited to the approximate 
term of the contract of indebtedness in connection with which it is 
written. 

4. Premium rates shall be filed with the commissioner of insurance. 

5. If indebtedness is discharged prior to the scheduled maturity 
date, cancellation of the insurance in force shall be mandatory before 
any new insurance can be written. 

6. In the event of cancellation, the return premium shall be paid 
to the person entitled to it. The formula for computing the amount 
of the return premium shall be filed and approved by the commissioner 
of insurance. 

7. All claims shall be processed and paid by the insurance company. 

8. Identifiable charges for group credit insurance shall be consistent 
with premium provided for in the group policy issued to the creditor. 

9. All credit insurance shall be evidenced by a policy, certificate 
or statement of insurance, which shall be delivered to the insured. These 
shall contain a description of the coverage and fully disclose the amount 
and term of coverage and the cost. 

’ 10. All policies, certificates, statements and other forms constituting 
a part of the insurance contract shall be filed with and approved by 
the insurance commissioner of the state which the policy is issued. 
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Wate. 
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11. Where insurance is required as additional security, the debtor 
shall have the right to furnish as security an existing policy, or to 
procure necessary coverage through an insurer authorized to transact 
business within the state. 

12. All policies shall be issued through licensed agents. 

All of these principles had been embodied in model credit insurance 
regulations previously proposed by the National Association of Insurance 
Commissioners. 

The Consumer Credit Insurance Association’s proposed model legis- 
lation would include the following additional principles: 

(a) It will provide for and place a limit on the compensation which 
may be received by the creditor or its affiliate, associate or subsidiary, 
or a director, officer or employee of any of them, expressed in dollars 
and cents, and be similar to the proposal made in a joint statement 
heretofore-submitted to the NAIC by the American Life Convention 
and the Life Insurance Association of America. 

(b) Provision shall be made for enforcement in the same manner 
as is provided in the model fair trade practice act. In the individual 
state there may be variations required because of local administrative 
procedure laws and similar statutes. 

“We believe,” the Consumer Credit Insurance Association said, “that 
the point has been reached where a model credit insurance statute 
can be drafted and enacted, so that credit insurance can be effectively 
regulated and thereby provide such insurance to the public at a reason- 
able cost, and be free of abuse. 

“Tt is essential that jurisdiction over the credit insurance industry 
should be under a single government official, and it would seem logical 
and proper that such person be the insurance commissioner.” 

Other new legislative and regulatory developments affecting small 
loan and finance companies, credit insurance, banking and related fields, 
as reported from state capitals and municipalities throughout the 
country, include the following: 


KANSAS: A proposed model act to outlaw debt pooling for fees 
by professional debt adjusters is being considered for introduction in 
the 1957 Kansas legislature. The proposai is one of a number of model 
acts recommended by the Council of State Governments. 


MASSACHUSETTS: A bill filed for consideration by the 1957 
Massachusetts legislature would extend the area in which trust com- 
panies and savings banks may establish branches. 

Under the proposal, which was offered by Senator-elect John E. 
Yerza, Boston Republican, both trust companies and savings banks 
would be allowed to establish branches throughout the country and/or 
within 15 miles of the headquarters city or town. 
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At present, trust companies in Massachusetts may not cross county 
lines to go 15 miles and savings banks may not go countywide for a 
branch if it is more than 15 miles from its headquarters. 


NEW YORK: Possibility was seen by New York savings bankers 
of room for compromise between themselves and commercial bankers, 
who heretofore have opposed the attempts by savings banks to obtain 
state legislation granting greater branch privileges. 

The compromise possibilities were noted after commercial bankers 
softened their opposition and indicated they might go along with greater 
branch privileges for savings banks if tied to tax, reserve and liquidity 
equalization and to payment of equal interest rates on large, volatile 
deposits. 

George Penny, managing director of the Savings Banks Association 
of the State of New York, declared there might be room for discussion 
on some of these points, but emphasized the savings bankers would 
not be lulled into accepting a further postponement of a branch bill in 
the state legislature. 

A more formal position was taken by Edwin S. Sunderland, associa- 
tion counsel, who asserted the subject of branch expansion was one of 
public interest and could not be negotiated by competing groups of 
banks. He recalled that the association had submitted three reports 
to the legislature, including an extensive economic study. Declaring 
that these had been prepared with only one consideration, the public 
interest, he contended there could be no negotiation of that interest. 

Penny and Sunderland were two of a group of association officials 
who held a press conference on the issue. Many of the officials shared 
Penny’s view of a possible compromise. 


NORTH CAROLINA: Recommendations by a North Carolina in- 
terim tax study commission included a proposal for a new method of 
taxing banks which would increase state general fund revenues about 
$668,000 while reducing local revenues about $572,000 by exempting the 
personal property of banks from local taxation. 

The new bank tax would be an excise of 44% per cent on “entire net 
income” in lieu of state income and franchise taxes and the local personal 
property ad valorem levy. 

The study group said that, under the proposal, state banks, with 
some variations, would pay about the same tax as at present, but 
national banks, which now pay little in state taxes, would pay about 
$105,000 more. 


NORTH DAKOTA: In a move which State Attorney General Leslie 
R. Burgum described as the possible forerunner of other similar actions 
in North Dakota, a complaint containing allegations of usurious small 
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loan interest rates as high as 277 per cent was filed against the Peerless 
Finance Co., of Fargo, by the state attorney general’s office. 

Records of the Peerless firm were seized and turned over to M. A. 
Wilk of Fargo, appointed receiver of the firm by Cass County District 
Court Judge John C. Pollock. An order signed by the judge restrained 
the firm from doing loan business by collecting more than 7 per cent 
per annum, which is the maximum legal rate of interest on borrowed 
money in North Dakota. A subsequent hearing was set to show cause 
why the receivership and the restraining injunction should not be 
continued. 

Burgum said that the Fargo case would be prosecuted “only on its 
own merits,” but that his office intended to look into lending practices 
by small loan concerns elsewhere in the state that are brought to his 
attention. 

The complaint was served on Dale L. Hooker of Omaha, owner of 
the Peerless Finance Co. and the resident manager, Mrs. Florence J. 
Witcik. 

North Dakota is one of the few states which does not have a small 
loan regulatory statute. There are reports that a bill to authorize and 
regulate small loan firms will be introduced in the 1957 state legislature. 
Similar proposals have been defeated in the past. 


OHIO: State Rep. John J. Connors, Jr., Lucas Republican, who 
co-sponsored a bill unsuccessfully introduced in the last session of the 
Ohio legislature to restrict credit advisory organizations, announced he 
would introduce a stronger bill in the 1957 legislative session. 

“Provisions should be made for such organizations to post bond of 
$300,000, not $5,000 as the former bill provided,” he said. 

He told such organizations in the Lake Erie area which collected 
monies from debtors and then instead of paying it to creditors “skipped 
across in Canada.” He cited one instance where debtors seeking such 
service lost $90,000. 

State Rep. Andy Devine, Locus Democrat, co-author of the original 
bill, earlier announced he planned to introduce a bill along the same 
lines in the 1957 legislature. 

The bill he favors would provide for a maximum charge for service 
by credit advisory groups, licensing of their operations, filing of bond and 
fines and/or imprisonment in instances of violation. 

Both Connors and Devine said there is a need for credit advisory 
organizations under certain conditions but that the “officers and organ- 
ization must be bona fide.” Both agreed this could be accomplished 
only through proper restrictions. 


OKLAHOMA: Enactment of a measure to define “branch banking” 
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is expected to be sought in the 1957 Oklahoma legislature as the result of 
a court action which was recently dismissed in Oklahoma City. 


Northwest National Bank and Capitol Hill State Bank dropped their 
suit against Central State Bank with the question unsolved. They had 
sought to force Central State to close down its drive-in facilities on 
Classen between NW 5 and NW 6 in Oklahoma City. 

It was decided to drop the suit after District Judge Fred Daugherty 
indicated he would dismiss it on the ground that the two banks lacked 
jurisdiction to file an injunction suit. 

The two suburban banks filed their action after Central State, follow- 
ing the downtown banking trend, opened a drive-in facility. While 
other downtown banks opened such facilities near or adjacent to their 
main building, Central State went several blocks away for a location. 

Central State President L. D. Lacy pointed out downtown facilities 
“had not solved the parking problem, but in most cases made the traffic 
congestion problem even more acute.” 

“Therefore,” he said, “we decided that we could best serve the needs 
of our customers and the general public by providing such facilities at 
the edge of the downtown district rather than in the center of it.” 

Central State pointed out that the state attorney general before the 
suit was filed ruled the Classen facility was legal under Oklahoma law 
and would not constitute branch banking. Approval was also obtained 
from the state banking commissioner. 

Since Central State opened its facility, the city’s largest bank 
has opened a drive-in facility which is separated from its building 
although it will be linked to the main structure when an office-building 
project is completed. 


TEXAS: Question of how liability shall be divided among small 
loan and credit insurance companies charged with abusing a borrower 
will be decided by the Texas Supreme Court. 

It set for argument Jan. 9 the appeal of Allen V. Riley and wife 
against the Industrial Finance Service Co. and others, from Dallas. 

The Dallas Court of Civil Appeals reversed and remanded for new 
trial the judgment of District Judge Charles E. Long, Jr. The charges 
were tried before a jury resulting in an award of $5,494 against Indus- 
trial Finance Service Co., Louis K. Cassett, J. H. Pollak and Joseph H. 
Pollak. 

In suing 17 loan and three credit insurance companies in 1951, the 
Rileys sought damages for harrassment by collectors and to recover 
excessive interest payments. The defendants later were divided into 
groups. Both sides at the trial objected to separating the defendants. 

Chief Justice Dick Dixon of the Dallas Court of Civil Appeals said 
that when the new trial is held, it should be under the Supreme Court’s 
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previous ruling in an oil field pollution case. It held in that case that 
where blame can not be fixed among individual wrong-doers each may 
be held liable for the entire damage. 

The appellate court said this rule should be applied in the Riley case, 
giving credit as settlements are made with one or more defendants. 

As attorney for the borrowers, Edward C. Fritz of Dallas objected 
to this part of the decision. He said it leaves no alternative except 
to ask a jury to award total damages regardless of the proportion of 
the defendants involved immediately. 

The Dallas Court of Civil Appeals said “it is impossible to ascertain 
the amount of damages caused by any one loan company” in the situa- 
tion regarding the Rileys. 

They borrowed from numerous loan companies in 1948-1950. When 
they got behind with payments, the Rileys said they were bombarded by 
letter, phone and in person, day and night, at home and at work. 

It was alleged that Mrs. Riley lost weight and became so ill on two 
occasions that she had to leave her job. Her husband suffered a stroke 
that left him partially paralyzed. The collectors’ methods were de- 
scribed as “nasty, harsh and loud.” 


UTAH: State Legislative Council has reeommended the enactment 
of legislation to require a separation of all charges on installment loan 
contracts for the borrowers information. 

The council, however, recommended against a master act regulating 
the method of computing loan charges on all the various types of loans. 


WYOMING: A report to the 1957 Wyoming legislature by the per- 
manent state legislative interim committee recommended a schedule of 
taxation for financial institutions other than banks, to give them “an 
opportunity to bear a share of the cost of government.” 

Under the proposed schedule, the burden of taxation on other finan- 
cial institutions would be substantially comparable to the burden 
imposed on commercial banks. Assessment would be made at a percen- 
tage of their average interest bearing loans. The local rate of taxation 
would be applied to that assessment. 

The committee recommended that administration of the proposed act 
be assigned to a new division of the State Board of Equalization. 

The proposed legislation would require reporting of average loans to 
the board. A level tax rate of 40 mills would be applied to the assessed 
valuation thus reported. 








TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Mental Capacity to Establish Trust 





Schenck v. Going, United States Court of Appeals, Fourth Circuit, 
October 11, 1956 


The settlor of a trust was an aged man who occasionally suffered 
from mental weakness and aberration. However, reputable physicians 
and a probate judge testified that at the time he executed the trust 
instrument the settlor had sufficient mental capacity to understand the 
nature and quality of what he was doing and the effect the trust would 
have on his property and on the natural objects of his bounty. The 
trust instrument was not unreasonable in its terms, providing for 
support for the settlor’s old age and for education of his relatives, and 
it was not subject to revocation. In an action to set the trust aside, 
HELD: The settlor was mentally capable of understanding and execut- 
ing the trust instrument, and there was no evidence of fraud or undue 
influence having been exercised upon him. “The test is not whether the 
grantor’s mental powers were impaired, but whether, at the very time 
of the execution of the deed, he had sufficient capacity to understand 
in a reasonable manner the nature and effect of the act which he was 
performing.” 


Completed Gift of Bonds With Joint Tenant Acting as Trustee 





Crilly v. Detter, United States District Court, D. Kansas, July 5, 1956 


The day before he died decedent, in the presence of his sister and 
her husband, told his nephew that he wanted the sister to have certain 
bonds which were:located in the joint safe deposit box of decedent and 
the nephew. He directed the nephew to remove the bonds and give 
them to the sister. The nephew promised to do so, and after decedent’s 
funeral he removed the bonds and turned them over to the sister. Dece- 
dent’s administrator sought to recover the bonds from the sister. HELD: 
The sister is entitled to the bonds. Decedent’s instructions to his 
nephew constituted a completed gift, with the nephew assuming the 
position of trustee to see to it that the gift was received by the sister. 
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Although the nephew was not in exclusive possession of the bonds, but 


merely possessed them jointly, he did have sufficient possession to carry 
out decedent’s wishes. 


Gift of “All That Is In” a Chest 





Davis v. Davenport, Tennessee Court of Appeals, October 26, 1956 


Decedent’s will provided that Bessie should have “my cedar chest 
and all that is in it.” When Bessie received the chest she found a savings 
bond in it. She claimed she was entitled to the bond. HELD: There 
was no evidence that the bond was in the chest by accident or mistake, 
or that decedent was unaware of its presence there, or that decedent 
customarily kept it elsewhere. Since there was no fact or circumstance 
which would justify the conclusion that the bond was not intended to 
go to Bessie, she is entitled to keep the bond. 


Continuing Power to Sell Estate Property 





Keyser v. Powell, Kentucky Court of Appeals, October 26, 1956 


Decedent’s will provided that “if it should appear necessary or be 
profitable to sell and dispose of any real estate now owned by me... 
I hereby authorize and empower my said executors . . . to sell . . . and 
in keeping with the directions given herein, any part of my estate and 
re-invest the proceeds of such sale.” Decedent’s administrators sold a 
farm and reinvested the proceeds in a house and lot. Later they 
contracted with defendant to sell the house and lot, but defendant 
refused to accept the deed on the ground that the administrators could 
not convey a good and merchantable title. HELD: The administrators 
had authority under the will to convey the property. There was no 
evidence that the proposed sale was not to the best interest of the 
estate or that it was not necessary or profitable. The power of sale 
given under the will was not exhausted by one sale and reinvestment 
but could be exercised whenever it was to the interest of the beneficiaries 
to do so. 


No Offset of Existing Debt Against Payments of Trust Income 





In re Matzka, New York Surrogate’s Court, Kings County, 136 New York 
Law Journal 12, October 3, 1956 


Decedent’s will directed that the income of a.residuary trust be 
paid to a named friend for life. The trustee was given “uncontrolled 
discretion” to devote trust principal to the support, maintenance and 
comfort of the beneficiary without regard to any income from other 
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sources or other property she might have. The beneficiary was indebted 
to decedent before decedent executed his will and remained so there- 
after. Decedent’s executor sought court determination of whether the 
beneficiary’s indebtedness to the estate should be offset against pay- 
ments of income and principal. HELD: Decedent did not intend that 
a right of offset should be exercised. In view of the gift of income, 
together with principal under stated conditions, a “contrary determina- 
tion would in fact thwart the testator’s manifested intent to devote both 
income and principal, if deemed necessary, to the beneficiary.” 


Retained Trust Income Held Not Corpus 





Vest v. Bialson, Missouri Supreme Court, July 18, 1956 


A trustee was to receive as compensation 5% “upon a fair market 
value of the principal of the trust estate, as and when the same is dis- 
tributed free from trust.” The trustee did not distribute the entire net 
income but rather used current income to replace distributions from 
corpus made to the beneficiaries in prior years. Such replacement was 
not authorized by the trust instrument. The trustee also retained his 
commissions for the prior payments from corpus. The beneficiaries 
sought to surcharge the trustee. HELD: The trustee should not be 
surcharged with interest for the period the trust income was withheld. 
But no commission is allowable on the distribution of the withheld 
income because such income is not corpus and did not become corpus 
by being improperly retained to replace the distributions from corpus. 


Bequest of Stock Includes Shares Resulting From Subsequent Split 





In re Endicott Trust Company; Estate of Jaynes, New York Surrogate’s 
Court, Broome County, August 3, 1956 


Decedent’s will bequeathed each of her three nieces 75 shares of 
stock. Before decedent died the company split her 225 shares of stock 
so that she owned 675 shares. Issue arose as to who was entitled to the 
additional 450 shares. HELD: Decedent’s bequest was specific rather 
than general and similar to a bequest of a chattel which is later divided 
into two or more parts. The parts still comprise the originally be- 
queathed chattel. Decedent intended to divide the stock equally among 
her nieces, and the additional 450 shares should devolve to the nieces in 
the proportions indicated by the number of shares bequeathed to each 
of them. (In the same decision the court held that a niece and nephew 
were not entitled to additional shares of stock resulting from a stock divi- 
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dend, because such dividend did not involve a splitting up of the original 
shares specifically bequeathed.) 


Beneficiary Cannot Object to Over-All Accounting of 
Legal Common Trust Fund 





In re Bank of New York Legal Common Trust Fund, New York County 
Surrogate’s Court, New York Law Journal, November 14, 1956 


A trust beneficiary filed objections to the trustee bank’s over-all 
accounting of a legal common trust fund. HELD: The beneficiary can- 
not object to the over-all accounting. His objections must be inter- 
posed in “the accounting of the trustee in the estate where objectant is 
a beneficiary of the trusts.” 


Premature Application For Construction of Will 





Estate of Lederer, New York -County Surrogate’s Court, 136 New York 
Law Journal 7, November 20, 1956 


The only question raised by a proceeding to construe a will concerned 
the final distribution of a trust fund created by the will. The trust 
directed the remainders to grandchildren living at the date of death of 
the life beneficiary. HELD: The application for a construction is pre- 
mature. The trust has not terminated and the life beneficiary is alive. 
The identity of the grandchildren who will take the remainders can 
be known only at the death of the life beneficiary. Moreover, there 
is a possibility of complete intestacy by reason of the death of all 
grandchildren before the time of final distribution. Also, the birth of 
additional grandchildren would change the proportion to which each 
grandchild would be entitled. Construction of the will should await the 
period fixed in the will for final distribution so that the persons ulti- 
mately interested in the final accounting proceeding may be represented 
and their rights protected. 








TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 






Estate Tax Deduction Allowed for Certain Household Expenses 





Revenue Ruling 56-604, LR.B. 1956-48, p. 82 


Decedent’s will directed her executors to keep her house open for 
such period after her death as in their judgment would furnish sufficient 
time for the proper distribution and sale of its contents. The probate 
court with jurisdiction over the administration of the estate construed 
such direction to authorize expenses to keep up the house for the 
benefit of decedent’s relatives during the time the house was to be 
open. The above Ruling states (a) the household expenses allocable 
to upkeep of the house for the benefit of the surviving relatives have no 
legitimate relationship to the administration of the estate and, conse- 
quently, cannot be deducted from decedent’s estate tax as administration 
expenses, (b) expenses which are allocable as being directly connected 
with the preservation and sale of the property, such as a caretaker’s 
wages, are deductible as administration expenses. 


Right to Invade Principal Disqualifies Remainder Interest 
for Charitable Deduction 





Seubert v. Shaughnessy, United States Court of Appeals, Second Circuit, 
May 11, 1956 


Decedent gave his sister a life interest in his residuary estate with 
right to invade principal “for any purpose which may add to her comfort 
or convenience.” The remainder of the residuary estate was to go to a 
college at the sister’s death. The sister filed an affidavit stating that 
she had no intention of invading principal “for any purpose whatsoever.” 
Nevertheless, the Federal tax authorities argued that no part of the 
remainder interest of the residuary estate qualified for an estate tax 
charitable deduction since such remainder was subject to invasion by 
the sister. HELD: No charitable deduction is allowable. All the 
evidence, including the sister’s affidavit, indicated there was little likeli- 
hood of invasion. But decedent’s will did not establish limitations which 
amounted to a standard that would enable the court to determine with 
reasonable certainty the possibility of invasion. The affidavit was not 
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sufficient disclaimer to gain a deduction since it was not a complete and 
unqualified refusal to accept the right to invade principal. 


Estate Tax Marital Deduction When Wife Renounces Will 





Merchants National Bank & Trust Company of Indianapolis v. United States 
of America et al., United States District Court, S.D. Indiana, 
September 24, 1956 

Decedent’s will directed that all death and inheritance taxes payable 
by his estate or by any beneficiary should be paid out of the residuary 
estate. Decedent’s widow elected to renounce the will and to take 
her statutory share of the estate under the laws of Indiana. The 
probate court having jurisdiction of the estate construed the will 
and determined that it absolved the widow of any tax burden 
with respect to the property she took. Issue arose as to whether the 
value of the widow’s property which qualified for the Federal estate 
tax marital deduction should be reduced by the amount of Federal and 
state taxes, paid by the trustee, which were attributable to the property 
passing to the widow. HELD: There should be no reduction in the 
value of property qualifying for the marital deduction. The decision 
of the Indiana probate court that the widow should take tax free is 
binding for Federal estate tax purposes; and, therefore, since the state 
court explicitly decided there should be no tax apportionment on the 
widow the Federal estate tax cannot be computed as though the marital 
deduction property were subject to apportionment. 


No Gift Tax on Trust Over Which Settlor Retains Control 





Vander Weele v. Commissioner of Internal Revenue, Tax Court of the 
United States, November 26, 1956 

Settlor created a trust for securities plus a one-third contingent 
remainder interest, providing that after the remainder interest was 
received in the trust the trustees should pay her “such reasonable and 
substantial portion of the entire net annual income from the trust estate 
as to the trustees in their sole judgment and discretion seem desirable 
and ample for the comfortable well-being and enjoyment of the donor.” 
If income was insufficient for this purpose the trustees were authorized 
to invade trust principal. Upon settlor’s death her husband was to 
receive a certain sum from principal and another sum five years later. 
The remainder of the trust was then to be divided among settlor’s 
children. The Commissioner of Internal Revenue contended that 
settlor should pay a gift tax on the transfer in trust. HELD: No gift 
tax is due. The trustees had virtually unrestricted power to invade 
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corpus for settlor’s benefit. Settlor retained sufficient dominion, control 
and beneficial use of trust income and corpus, and, accordingly, did not 
make a transfer that constitutes a completed gift. 


Sums Paid by Husband to Wife For Gifts in Trust For Children 
Not Taxable to Wife 





Spaulding v. Commissioner of Internal Revenue, Tax Court of the United 
States, December 12, 1956 


A husband, who had very large income tax deficiencies outstanding 
against him, paid sums to his wife upon her agreement that half of 
such sums would be used by her to establish trusts for their children. 
Pursuant to such agreement the wife established the trusts. At the time 
the husband was insolvent. The Commissioner of Internal Revenue 
contended that the wife should pay a gift tax for the transfers in trust. 
HELD: The wife was not the actual donor of the trusts, nor was she 
the actual transferor of the funds with which they were created. 
Accordingly, she is not liable for gift taxes on the transfers. 


Taxation of Partner’s Life Insurance Policies Where 
Partnership Beneficiary 





Estate of Knipp, Tax Court of the United States, October 31, 1956 


Decedent was a partner in a partnership which was beneficiary of 
eleven insurance policies on decedent’s life. Decedent had the right 
to change the beneficiary of one policy; the other ten policies had been 
assigned to the partnership and were assets of the firm. The partner- 
ship paid the premiums on the ten assigned policies and considered 
such payments as expense items. Similarly, the increase of cash sur- 
render value were considered income to the partnership. The Commis- 
sioner of Internal Revenue argued that all eleven policies should be 
included in decedent’s estate, contending that decedent had incidents 
of ownership in all and had indirectly paid the premiums on the ten 
assigned policies. HELD: The policy on which decedent had the right 
to change the beneficiary is includible in his estate because such right is 
an incident of ownership. But, since decedent’s partnership interest 
never exceeded 50%, the partnership did not act as his alter ego in 
owning the other ten policies. They were merely an ordinary business 
investment by the firm as to which decedent had no individual rights 
of ownership, and they are not includible in his estate. 
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Partnership Interest Held a Taxable Intangible Interest 


Murray et al. v. District of Columbia, District of Columbia Tax Court, 
October 23, 1956 


Decedent, a District of Columbia resident, owned real estate in 
Virginia in partnership with his brother. The Tax Assessor assessed the 
inheritance tax on decedent’s estate by including the value of such 
real estate in decedent’s gross estate. Decedent’s widow contended that 
the real estate should not be included in the estate since the taxable 
situs of the property was in Virginia. HELD: The Assessor’s inherit- 
ance tax determination is correct. The property belonged to the 
partnership, and decedent’s interest in it was that of a partner. Such 
partnership interest is an intangible asset, and, accordingly, its taxable 
situs is the District of Columbia, the domicile of the deceased partner. 





Transfer Motivated By Desire To Avoid Income Taxes 
Not Taxable To Estate 





Estate of Sheldon, Tax Court of the United States, October 31, 1956 


Decedent died at age 80. A year before she had transferred cash 
and securities to her daughter and other cash and securities in trust 
for her daughter. She was in good health at the time and came from 
a long-lived family. Her financial advisor testified that her motive 
in making the transfers was to reduce her income tax. HELD: The 
transfers are not includible in decedent’s estate as transfers in con- 
templation of death. 


Previous Taxation of Joint Property Passing To Survivor 





Bank of America National Trust and Savings Association v. United States 
of America, United States Court of Appeals, Ninth Circuit, October 26, 1956 


Peter and Thomas owned property jointly. Peter died, and Thomas 
succeeded to full ownership as the survivor. Fourteen months later 
Thomas died, before the estate tax on Peter’s estate was paid. Thomas’ 
executors paid the estate tax applicable to Peter’s half interest in the 
property owed by Peter’s estate. In computing the value of Thomas’ 
net estate, his executors deducted the full value of Peter’s interest as 
property previously taxed in the estate of a person dying less than 
five years before. The government contended that the deduction was 
limited to the net value of Peter’s interest after deducting the estate and 
inheritance taxes on Peter’s estate applicable to Peter’s interest in the 
property. HELD: The government’s method of valuation of the 
allowable “previously taxed” deduction is the correct one to follow. 
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Edited by OSCAR LASDON 





Double Taxation of Dividends 


ONGRESS should continue its 
effort to abate the double 
taxation of dividends, states Keith 
Funston, president of the New 
York Stock Exchange. Two re- 
commendations are offered; the 
dividend tax exclusion should be 
raised to $100 from $50; the credit 
for dividends received should be 
increased to 10 per cent from 4 
per cent. 

Double taxation of dividends 
has not always been part of our 
tax structure, the New York Stock 
Exchange points out in a booklet 
discussion of the subject. In the 
years prior to 1936, dividends 
were excluded from income sub- 
ject to the normal tax for indivi- 
duals. 1936 marked the advent 
of the experimental undistributed 
profits tax. 

Original purpose of the un- 
distributed profits tax was to pro- 
vide equality of taxation of all 
corporate income, whether dis- 
tributed or retained. The theory 
advanced by its proponents did 
not include double taxation. But 
the bill, as finally passed, did 
more than tax both distributed 
and undistributed profits at the 
corporate level; it also retaxed 
distributed earnings in the hands 
of individual shareowners. 

Unfortunately, when the un- 
distributed profits tax was re- 
pealed in 1939, double taxation of 
dividends was not eliminated. And 
in the following eighteen years, 
the inequity became more pro- 
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nounced as increasing Federal in- 
come tax rates swallowed an ever- 
increasing share of corporate 
profits, as well as that part of the 
profits distributed as dividends to 
stockholders. Mid-1954, however, 
saw Congress taking two modest 
but important steps towards re- 
establishing the equitable concept 
of taxing dividend income only 
once. These were the $50 divi- 
dend credit and the credit of 4 
per cent of taxable dividends 
against income taxes otherwise 
payable. This partial relief 
afforded belated recognition of the 
unfairness of double taxation of 
dividends. 


Earnings of owners of 3.5 million 
grocery stores, laundries, shoe 
stores, gasoline stations, etc.,— 
business and professional establish- 
ments which are not incorporated 
—are taxed only once to the 
owners, at their personal tax rates. 
However, a decision by any of 
these businesses to incorporate, 
whether for purposes of raising ex- 
pansion capital or otherwise, then 
burdens part of these same earn- 
ings with a double tax. Further- 
more, since there are more than 
500,000 private and public Ameri- 
can corporations owned by over 10 
million people, this discriminatory 
double taxation of dividends is 
scarcely restricted in scope. 


Obviously, there would be little 
incentive for correcting the in- 
equity of double taxation if only a 
few wealthy stockholders owned 
American industry. But the fact 
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is that about two-thirds of the 
millions of shareholders earn less 
than $7,500 a year. And it is also 
noteworthy that the smaller the 
income of the shareholder, the 
greater the proportionate relief 
which has already stemmed from 
the 1954 change in the Internal 
Revenue Code; the $50 exemption 
alone completely eliminated double 
taxation for at least 300,000 share- 
holders, most of whom earned less 
than $5,000 a year. 

According to the New York 
Stock Exchange, three significant 
advances have accrued from the 
partial relief voted in 1954; 
Government tax revenues in 1955 
exceeded 1953 receipts; broader 
share ownership has been en- 
couraged and financing through 
ownership capital has been stimu- 
lated. 

Some interesting figures are pre- 
sented on share ownership. Early 
in 1952 a study showed that -only 
one family in ten—about 6.5 mil- 
lion adults—owned stock in public 
corporations. By mid-1954 this 
figure increased to an estimated 7.3 
million—a growth of about 800,000 
shareowners in 30 months. Most 
significant, however, is the 1.3 
million increase that has occurred 
in the 18 months since mid-1954, 
when the partial tax relief was 
authorized. The 1956 Census of 
Shareowners conducted by the 
Exchange placed ownership of 
public corporations at the end of 
1955 at 8.6 million. Including an 
additional 1.4 million shareowners 
of private corporations produces a 
grand total of over 10 million. 

Partial relief from double taxa- 
tion of dividends has _ helped 
strengthen the economy by pro- 
viding incentive to ownership 
capital. New stock issues in 1956 
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are estimated at $3.5 billion, an 
amount which compares with $2.7 
billion in 1955 and $2.3 billion in 
1954. The importance of continu- 
ing assistance can be appreciated 
in the light of American industry’s 
estimated needs of $360 billion in 
the next ten years to finance plant 
and equipment, of which $60 bil- 
lion should be provided by new 
equity capital. To provide this 
new equity capital, the Exchange 
believes it would be desirable to 
have at least 5 million new share- 
holders. Achievement of this goal 
can be facilitated by continuing 
correction of tax inequities through 
further abatement of double taxa- 
tion of dividends. 


Savings 

Spending more and saving less 
was characteristic of the American 
consumer from late 1953 to early 
1955. During this period, the 
annual rate of new personal sav- 
ing declined more than $3 billion 
—despite the fact that consumer 
income was rising steadily. Ac- 
cordingly, a declining portion of a 
rising income stream was chan- 
neled into savings during this 
interval. 

However, as noted in a recent 
issue of Business Conditions of the 
Federal Reserve Bank of Chicago, 
personal saving reversed its 
downward trend in the first quar- 
ter of 1955; it is now an increasing 
portion of the rising total income. 
Preliminary estimates of savings 
during the second and third quar- 
ters of 1956 were at an annual 
rate of $21 billion, or the highest 
since the fourth quarter of 1953. 
On this basis, new personal saving 
for the first nine months of 1956 
was nearly one-third greater than 
for the same period of 1955. 
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The pickup in savings activity 
in the nation’s commercial banks 
has been a more recent develop- 
ment. During the early months 
of 1956, gains in time deposits— 
largely savings accounts — barely 
kept pace with the previous year’s 
growth. Mid-year, however, showed 
an acceleration; by the end of the 
third quarter, the rise had ex- 
ceeded $1144 billion—roughly one- 
third more than for the same 
period in 1955. 


In the mutual savings bank sec- 
tor, growth in time deposits was 
slightly less than in the first three 
quarters of 1955. Savings and loan 
associations, during the first eight 
months of 1956, exceeded gains in 
the comparable period of 1955 by 
only 6 per cent. With respect to 
cumulative sales of series E and H 
Savings Bonds, 1956 sales through 
August were roughly $3 per cent 
below 1955; however, the excess of 
such sales over redemptions was 
only $300 million as compared 
with $570 million in 1955. Savings 
through private insurance—usually 
based on contract and less suscep- 
tible to variation than the above- 
mentioned forms of savings ac- 
tivity—fell slightly below the year- 
ago gain through August 1956. 


Where, then, has the recent up- 
turn in personal savings taken 
place? The higher level of com- 
mercial bank time deposits, reports 
the Chicago Reserve Bank, ac- 
counts for not more than 10 per 
cent of the indicated gain. 


A partial answer is to be found 
in first half 1956 data released by 
the Securities & Exchange Commis- 
sion. Increases in individual hold- 
ings of securities, apparently, have 
been a major factor in the savings 
upturn. 
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Although new US. Savings 
Bond holdings lagged behind the 
1955 level, commitments in other 
U.S. Government securities ex- 
panded. Such holdings, plus in- 
creased investment in corporate 
and other securities, as well as 
state and local government obliga- 
tions, accounted for well over half 
of the SEC estimated $3 billion 
increase in liquid savings for the 
first half of 1956. Much of this 
new investment—particularly in 
government issues—was made by 
nonprofit organizations and per- 
sonal trust funds, rather than by 
individuals. 

Decline in automobile buying 
has been the second major factor 
accounting for the rise in personal 
savings. Since credit normally 
plays a major role in car buying, 
the effect on savings has been 
“double-barrelled.” Reduction in 
spending for automobiles resulted 
in a decline in the annual volume 
of new consumer borrowing; at the 
same time, repayment of debt 
contracted in 1955 and in prior 
years has continued to increase. 
Both of these factors retarded the 
rate at which consumers added to 
their outstanding debt which, in 
turn, increased the volume of sav- 
ing. Savings expand when the 
residual of individual income after 
expenses increases. 

Collective decisions of con- 
sumers, states the Chicago Reserve 
Bank, will determine whether this 
apparent revival in personal sav- 
ings will be sustained. “Viewed 
against the whole post-World War 
II experience,” the survey con- 
cludes, “the currently rising ratio 
of savings to disposable income 
may represent a return to a more 
‘normal’ relationship between 
these two measures. Even the re- 
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latively high rate of saving at mid- 
year represents no more than the 
average percentage of disposable 
income saved during the period 
1951-54. The second and third 
quarter ratios of roughly 74% per 
cent could increase further in the 
months ahead without exceeding 
the levels established as recently 
as the 1951-53 period.” As the 
survey notes, the trend in con- 
sumer indebtedness is likely to be 
the key to future trends in saving 
activity. 


Tight Money 


Tight money, it is sometimes 
contended, hurts the small busi- 
nessman, the home buyer and the 
farmer while “big business gets all 
the money it wants.” However, 
this contention is simply not true, 
says Ray D. Murphy, Chairman 
of the Board of the Equitable Life 
Assurance Society. He points out 
that Equitable has about $1 
billion annually for new invest- 
ments and that the company has 
a regular procedure for taking care 
of credit needs. 


In this time of credit stringency, 
it has been Equitable’s practice to 
first take care of contractual obli- 
gations such as policy loans; next 
in order are normal dwelling and 
farm loan business needs, after 
which all mortgage applications 
(up to $250,000) which meet 
credit tests are processed. Above 
these requirements, an effort is 
made to take care of old customers, 
though some accommodations may 
be in reduced amounts. And last 
in line are new “jumbo” applica- 
tions in amounts of $10 million and 
up. Several of the larger com- 
mercial banks, Mr. Murphy ob- 
serves, follow a similar policy. 
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According to Mr. Murphy, we 
will have tight money as long as 
demand for funds exceeds the rate 
of savings, as long as there is a 
shortage in the labor force and as 
long as the present rate of indus- 
trial expansion continues in the 
expectation of increasing profits. 
This assumes, of course, that the 
Federal Reserve retains its free- 
dom of initiative. 


Money Rates 


No basic change in credit policy 
is foreshadowed by the large 
Federal Reserve open market 
purchases which were made in 
November and early December, 
observes the Bankers Trust Com- 
pany of New York in a review of 
money market trends prepared by 
its economics department. Such 
purchases reflected the concern of 
the Federal Reserve with the tone 
of the credit markets and the 
prospect of further borrowing, and 
were designed to forestall a credit 
squeeze such as developed in the 
second quarter of 1953. Also in- 
fluencing the Reserve’s actions 
was the uncertainty created by the 
Suez situation. Little evidence 
exists, however, of an imminent 
change in present restrictive credit 
policy. Indices of business activity, 
record highs for employment and 
income, and persistence of infla- 
tionary pressures make this un- 
likely. 

On the other hand, the opinion 
is expressed that the policy of 
credit restraint may be on the 
“cautious side” in the months 
ahead. Credit is tighter than it 
has been for a good many years 
and periodic stresses may occur as 
a result of the international situa- 
tion. Banks loans have sharply 
increased and holdings of short- 
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term Governments have been 
reduced—all of which has already 
led to a more cautious lending 
policy on the part of some com- 
mercial banks; in March, new 
peaks in loan demand are likely in 
view of the large wave of tax 
borrowing in prospect. 

Another factor working against 
a tighter credit policy is the 
already long life of the business 
boom and the doubts that are 
being raised as to its vigor beyond 
the near term. Of course, should 
the economy experience a new 
burst of price increases as a result 
of international tensions or other 
unpredictable factors, further re- 
strictive action by the Federal 
Reserve could be forthcoming. 


Treasury Debt Management 


Last year found the Treasury 
relying exclusively on short-term 
securities in its debt management 
operations. Cash financing aggre- 
gated about $7.5 billion, all of 
which was concentrated in the last 
five months of 1956 in the form of 
tax anticipation issues or special 
91-day Treasury bills. Refunding 
operations totalled $31.5 billion 
and the longest term security was 
a 27-month note. 

Treasury cash financing in 1957 
should be of the same general mag- 
nitude as last year, states Roy L. 
Reierson of the Bankers Trust 
Company of New York. Unless 
business activity eases, he declares, 
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the Treasury will find it necessary 
to again rely on the issuance of 
short-term securities and will 
probably face continuing attrition 
on its maturing obligations. As in 
1956, he expects cash borrowings 
to take place in the second half of 
the year, although it is possible 
that a small amount may occur 
prior to tax collection dates in the 
first half. 

Besides cash financing, the 
Treasury is confronted with the 
necessity of refinancing $39 billion 
of maturities after February. Of 
the $39 billion, about $21 billion 
are owned by the Federal Reserve 
and therefore will doubtless be 
fully exchanged for new issues. 
Mr. Reierson points out that a sig- 
nificant change in the general 
economic environment and a real 
easing of credit demands would be 
required to enable the Treasury to 
offer obligations other than short- 
term either in its refunding or 
cash financing activities. 

“In both the fiscal and debt 
management area,” remarks the 
Bankers Trust Company econo- 
mist, “the Treasury may find the 
going no easier . . . The Treasury 
in 1957 will not benefit from 
inflation as much as it did in 1956, 
and as long as investment activity 
continues to boom, savings are in 
short supply and credit stays tight, 
it will be difficult for the Treasury 
to interest investors in offerings 
other than short-term obligations.” 





The old lady gave him what for 


Picture of John Wise from AMERICAN HERITAGE 
The U. S. Government does not pay for this 
advertisement. It is donated by this pubdli- 
cation in cooperation with the Advertising 
Council end the Magazine Publishers of 


SAFE AS AMERICA—U.S. SAVINGS BONDS 


An otp LaDy liv. 
ing near Hender- 
son, N. Y. was 
shocked at the way 
the four men had 
arrived — and said 
so. Such an out- 

landish vehicle! 
But John Wise 
and his crew, 
rched up in a tree, were far too 
oro to listen. Caught by a storm, 
their aerial balloon had almost 
plunged beneath the angry waves of 
Lake Ontario, then crashed wildly 
through a mile of tree-tops before 

stopping in one. 

Now, his poise regained, Wise said: 
“Thus ends the greatest balloon voy- 
age ever made.” He had come 1200 
miles in 19 hours, set a record un- 
broken for 60 years. 

He had also proved his theory of 
an earth-circling, air current — and 
that was far more important. For 
Wise was a pioneer scientist of the air, 
whose inquiring mind and courageous 
spirit helped start the vast forward 
march of American aviation. 

In such men as John Wise lies the 
secret of America’s real wealth. It is 
a wealth of human ability that makes 
our country so strong. And it is this 
same wealth that makes her Savings 
Bonds so safe. 

168 million Americans back U.S, 
Savings Bonds with the best possible 
guarantee. Your principal guaranteed 
safe to any amount — your interest 
guaranteed sure—by the greatest na- 
tion on earth. Buy U.S. Savings Bonds 
- your — ae the Hig 

vings where work, , 
hold on to them. 1; 











